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PREPACE 


A knowledge of accounting is essential to all who wish to understand 
our modern economic system. Its usefulness is not restricted to practic- 
ing accountants, but extends to responsible men engaged in all fields of 
business and public activity. The growing complexity of business and 
economic problems has made an appreciation of accounting principles 
more necessary than ever before. The study of accounting should enable 
college and university students to understand better not only our modern 
economic society but also their relation to that society. 

Many of the factors underlying previous editions are still valid and 
are maintained for the present edition. This new edition is planned to 
serve four groups: (1). those who expect to continue the study of account- 
ing and to practice it as public or private accountants; (2) those who 
expect to enter business activity and wish a better understanding of 
accounting as a tool of business; (3) those who are interested in economics 
and who seek a sounder understanding through a study of accounting; 
(4) those who anticipate entering other professions and need accounting 
to measure their financial progress in professional practice. It is not 
expected that one course in accounting will give a complete training for 
the practice of accountancy. Rather, it is expected that a study of this 
book will give students a broad appreciation of the services that account- 
ing is equipped to render to the business world and to economic society. 

The continued use of the four previous editions throughout the country 
gives evidence of the effectiveness of this book as a means of introducing 
students to accounting. Care has been taken to retain in this revision 
all the best features of the previous editions. Among these should be 
noted: (1) the position that accounting and economics are fundamental 
studies of modern society; (2) the emphasis on a comprehensive under- 
standing of accounting practices; (3) the recognition of accounting as a 
business function serviceable to management within the business and to 
owners, creditors, and others without. In developing the subject, the 
following methods have been retained: a logical development of subject 
matter, a realism in the illustrative material, the inclusion of thought- 
provoking questions and problems, and a time-saving technique in 
illustrations. 

Problems included at the end of each chapter represent a recommended 
quota for the average class. Supplementary problems for each chapter 
are given at the back of the book. These supplementary problems may 
be used when laboratory work in addition to that given at the end of 
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the chapter is desired or when the instructor prefers to use different 
problems in consecutiv e > ears The supplementary problems are designed 
to provide longer exercises than those in the mam body of the text 
As m the previous editions three optional practice sets are provided 
The narratives of transactions for Practice Sets Nos 1 and 2 are given 
in the textbook, but that for Practice Set No 3 is provided in a pamphlet 
included with the blanks required for the set Each of the three practice 
sets has been divided into two parts so that this type of work can be 
divided into relativ ely small units and can be brought close to the chapter 
material to which it particularly relates 

In the preparation of the fifth edition an attempt has been made to 
employ the democratic process Questionnaires were distnbuted widely 
by the publishers and the personal preferences of faculty members were 
collated These data summarized were utilized as outside boundaries 
The revised manuscript was submitted to faculty readers, and their con- 
structs e criticism was organized by the author The present book is a 
co operatn e product 

The author wishes to acknowledge his great indebtedness to all those 
who gave assistance in the preparation of this new edition It is un- 
fortunate that space in this preface does not permit personal recognition 
of each Recognition should however, be given to several who not only 
gave suggestions in advance of the writing of the manuscript but who 
also read the first draft and gave suggestions for its improvement These 
persons are Professsors W J Burney University of Iowa, L E Campbell, 
Emory University C F Dunham, University of Mississippi, E A 
Heilman University of Minnesota T C Hilliard, De Paul University, 
R L Manmx Boston University C R Niswonger, Miami University, 
A B Stillman, University of Oregon 

Consideration has also been given to the criticisms of students wno 
used previous editions as a textbook As a result, shorter paragraphs, 
more frequent illustrations better co ordmated problems, and less writ- 
ing in problem solutions have been adopted The approach to the sub 
ject matter has been changed to follow the student s experience and 
background touching business and business practices 

A relatively small percentage of college and university students go 
beyond first year accounting It is important that no significant part 
of accounting be omitted from their consideration It is also important 
that the services of accounting to business and to society be understood 
by them It is hoped that the use of this book will help make such stu- 
dents more intelligent members of our social order 


H S Noble 
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CHAPTER I 

MEANING AND PURPOSE OF ACCOUNTING 


ACCOUNTING Accounting principles are concerned with 

business transactions and their effect on the 
units that compose economic society. These units include business 
units, where accounting practice is most fully developed; political 
units, such as cities and school districts; consumer units, probably the 
most numerous group; and other social units, such as clubs, hospitals, 
and churches. While emphasis will be placed in this text on accounting 
principles applied to business, the student should realize that account- 
ing principles may be applied to each unit in economic society. 


A business transaction is an exchange at a price of goods or services. 
Modern living is characterized by a maze of such transactions. A 
package of gum at 5 cents and a bus fare at 10 cents, as well as a pur- 
chase of a new home at $10,000, illustrate the variety and diversity 
that are found in business transactions. 


From the standpoint of the buyer the study of a business trans- 
action does not end with the exchange or purchase. The goods or the 
services of the transaction become the property of the buyer. Account- 
ing follows these goods until they are used or exchanged. 

Accounting always applies to a unit. It cannot be spread over a 
group of units. It is a particular automobile manufacturer, not the 
automobile industry, that has transactions to be accounted for. Each 
business enterprise has its own business transactions and its own 
accounting. 

As a study, accounting is never-ending. Capable scholars devote 
their lives and their intellectual energies to analyzing its phenomena. 
Experienced professional accountants contribute their best thinking to 
the satisfactory solution of accounting problems. Periodic meetings of 
national accounting organizations discuss the pros and cons of various 
accounting practices. 


property AND The use of property is essential to the conduct 

business OPERATIONS 0 £ business. A place for the business must be 

provided in a building that is owned or rented ; equipment adapted to 
the activities of the business must be owned or leased ; if goods are sold, 
they must be purchased or manufactured and kept in stock prior to 
sale; if services are rendered, the equipment and supplies used in 
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rendering the services must be a\ailable for use Wherever there is 
business property is found 

Through the sale of commodities or services business operations 
produce funds that may be used to purchase additional property as the 
business expands These funds constitute an important element in the 
total property of the business If a business is conducted m such a way 
that its total property increases the business is said to be successful 
In contrast if its operations result in a decrease in its property, the 
business is considered to be unsuccessful 

An automobile-manufacturing business that grew from a one-man 
shop in the bach lot of a Detroit residence to a huge corporation em- 
ploying hundreds of thousands of people not only in this country but 
also in other nations of the world is an example of successful business 
operations and the accompanying increase m property A five and- 
ten-cent business that grew from a small store in a small town in 
Pennsy lvama to a world wide enterprise with departmentalized stores 
in every large city is another instance of expansion in business and 
property Most businesses with large investments m property at the 
present time began years ago as small enterprises with but little 
property 

The property of a business is used m earning on business activities 
with the purpose of increasing the amount of that property Ordi- 
nanh this is accomplished by the production of commodities or services 
that satisfy the wants of others As these products or services are sold, 
the business purchases other products or semces that it may use in the 
production of still more products and services for sale This cycle of 
purchasing and selling products and services by business enterprises 
constitutes the institution known as business 

transactions and Business transactions are the raw materials 
ACCOUNTING values accoun ting Transactions are also evidence 
nf business activity .and life When business js dull ur .sW, j-Jhe .number 
of transactions has decreased when business is keen and active, the 
number of transactions has increased Without transactions there 
would be no accounting, there would be no business 

The busmens transaction sets the accounting value This value is 
the pnee agreed upon between the buver and the seller in the trans- 
action, it measures the amount shown on the accounting record For 
example, if a building is purchased by a businessman for $50 000, that 
amount is used in the accounting records The seller may have held 
the buil din g at $60,000 up to the time of sale, the buyer may ha ve 
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planned to pay $40,000 for it; the building may have been assessed at 
$85,000; and another buyer may have offered the purchaser $75,000 
for it the day after he bought it. These values have no effect on the 
accounting records. The transaction price, $50,000, sets the value of 
the building in the accounting records of the purchaser. 

If the purchaser should decide that it is better for him to sell the 
building at $75,000 to the new buyer than to use it himself, then there 
is a new transaction that sets a new accounting value for the new buyer. 
The building may appear on the accounting records of the new buyer 
at $75,000 because that is the price he paid for it. 

Or, assume the purchase in 1935 of 1,000 shares of stock at $8 and 
the purchase in 1945 of 1,000 shares of the same stock at $42. On the 
accounting summary of December 31, 1948, the 2,000 shares would be 
shown at the actual cost value of $50,000 ($8,000 +$42,000). It is true 
that the 2,000 shares could have been purchased in 1935 for $16,000 
and that they would have cost $84,000 if they were purchased in 1945; 
nevertheless, the amounts actually paid are the values used in the 
accounting records. 

It is only by recording the prices of the actual transactions of the 
owner that accounting records can have satisfactory stability. In this 
way a tnie record of his transactions and the effect of his transactions 
on his financial condition are obtained. 


RELATION of Economics and accounting treat of similar 

accounting 0 subject matter. Both are concerned with 

property and with human activities relating 
to the production, exchange, and consumption of this property. It is 
the point of view that differentiates one from the other. Economics 
treats of wealth in its relation to society, or the mass of owners. Ac- 
counting considers the interest of each owner or group of owners in 
wealth and the way in which each owner or group manages property. 
Economics considers the value of this property as a whole as belonging 
to society; accounting attempts to measure the interest of each in- 
dividual in the same property. 

The economic organization of our present system of society is based 
largely on the private ownership of property. The property used in 
business operations is owned by individuals or groups of individuals 
who cany on business activities for gain or profit. 

Because of the individual point of view that characterizes account- 
ing, the amount that one person owes is considered to be property of 
the same amount in the records of the person to whom the debt is owed. 
Such amounts may be designated as payables and receivables respec- 
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ti\elj All the pajables in societj as a whole must exactly equal the 
receivables for whatever is payable b> one is receivable in like amount 
by another From the point of view of economics and society receiv- 
ables are not wealth for the> are offset b> a like amount of payables 
From the point of view of accounting however the receivable of one 
business is the property of that business and therefore constitutes 
wealth in the calculation of the proprietorship of that business 
Economics treats of society as a whole of wealth in general, of the 
wants of people and of the satisfaction of those wants by the same 
people Accounting sets up individual units the property of each unit, 
the requirements of each unit and the productive accomplishments of 
each unit 


relation of law. While accounting is most closely related to 

ENGINEERING PUBLIC ° 

administration economics it has many points m common 

to accounting with law with engineering and with public 

administration Whenever an> of these fields have business relation- 
ships or operate in the field of business transactions accounting is 
involved 

In corporations law and accounting are closely related Corpora 
tion law and corporation accounting are essential studies of this 
dominant organization in business activity It is difficult to have a 
satisfactory understanding of the corporation and its place in modern 
economic societj without an appreciation of corporation accounting 
Both accounting and law treat of property and property rights 

Engineering involves costs of construction and costs of operation 
These costs arise in business transactions Engineering is therefore 
related to general accounting and in particular to cost accounting 
Engineering projects are carried out b\ many and varied business 
transactions that need to be accounted for currently 

Public administration like business administration is concerned 
with transactions and their effect on properties and property rights 
The, tvtws wsvi vSre vpenA'mts oi vAy managers most 

accounted for if the quality of the citv administration is to be known 
Accounting can measure public administration as well as business 
administration 


of^accou ntanc y Just 33 a man ma y devote his life to law or to 
medicine so he may devote it to accounting 
When he makes his life work the improvement of accounting service, 
he is truly a professional man Such identification of human interest 
with accounting is known as the profession of accountancy 
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If the accountant serves as chief accountant or controller of a going 
business, he is sometimes said to be engaged in private accounting. 
In this case his services are rendered entirely to one business unit 
except insofar as he may belong to associations of accountants or 
controllers that seek to improve the practice of accountancy. There 
are a number of national organizations of private accountants that 
seek to raise the level of accounting service through periodic meetings 
and publications. 

When an accountant sets up iiis own office and accepts clients, he 
is said to be engaged in public accounting. Because of the importance 
of the work performed by the public accountant and because of the 
confidential relation he bears to his clients, it has long been regarded 
desirable to have some means by which the business public can judge 
his ability. To accomplish this, laws providing for the examination 
and the certification of public accountants have been passed in all the 
states of the Union. In each state there is a board of examiners that 
commonly gives a public examination twice a year to those who comply 
with the requirements mentioned below. Those who make a satis- 
factory grade on these examinations and who have met specified 
requirements in relation to experience are granted a certificate that 
gives them a right to the title of Certified Public Accountant. The 
accountant usually indicates this title by wiring after his name the 
letters C.P.A. The state laws prohibit any one from calling himself a 
certified public accountant unless he has passed the examination and 
has been in public accounting practice for the period of time prescribed 
by the state. 

The qualifications required for the C.P.A. certificate differ in the 
various states. In most states the applicant must be a high-school 
graduate, or have equivalent education, and must have had three 
years' experience in accounting work. In New York, the leading 
C.P.A. state, the applicant must be a graduate of a collegiate school of 
business in addition to having the experience requirement. The nature 
of the experience differs among the states. Some states require that 
the experience all be acquired in the office of a public accountant, 
while other states accept accounting work in a private business in 
partial fulfillment. Reference must be made to the laws of each par- 
ticular state for details. 

purpose OF The primary purpose of accounting is to 

ACCOUNTING provide information concerning property and 

the rights to property and to show how property and the rights to it 
have been affected by business operations. 
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The functions of accounting are 

(1) To record analyze and class fy financial activities 

(2) To summarize the results of these actnit es for each business enter 
prize 

Recording reduces to writing the activities of a business In re 
cording onlj the financial activities should be included and their 
inclusion should be accomplished in the most effective manner Ac 
counting gives consideration to that manner of recording which in 
volves the least labor 

Analysis and classification suggest orderly procedure Accounting 
seeks to arrange under predetermined classes the mass of events that 
occur daily in business In this way the records are more easily inter 
preted and understood Furthermore the records are justified only 
so far as they are useful to those who have need to use them Classifica 
tion then should be based on the experience of those businessmen 
who throughout the years have had occasion to determine action or 
base policies on such information 

The masses of data classified as mentioned above become more 
useful when summarized It is not the single business act but the sum 
of all the operations of a day a week a month or a vear that has the 
greatest significance It is the total of many transactions properly 
classified that has the utility desired So accounting summarizes at 
interv als the operations and the effects of these operations on property 
and on ritrhts to property Some summaries must be made frequently 
others onl> occasionally For example it may be desirable to know 
dailv the summary of transactions affecting cash while it maj be 
necessary to know only annually the summary of transactions affecting 
buildings 


Statements 3 There are two P nnci P al accounting sum 

manes the first lists the kinds and amounts 
of propei ty together with the ownership rights m this property the 
second reports the effects of the operations by the owners or their 
agents on the owners equity or nght in this property The first of 
these summaries is ki own as the balance sheet it shows the property of 
the business together with the rights of the creditors and of the 
proprietor m the property The second summary is known as the 
profit and loss statement it lists the income and the costs of operation 
for the period which result m an increase or a decrease m proprietor 
ship The balance sheet gives a picture of financial condition at a given 
moment the profit and loss statement covers the period between two 
balance sheets 
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From an accounting point of view, the life of any business enter- 
prise is a succession of balance sheets, usually prepared annually and 
tied together by profit and loss statements, each covering one year. 
When statements are prepared annually, the profit and loss statement 
covers the year beginning with the previous balance sheet and ending 
with the date of the present balance sheet. If the life of a business 
enterprise is represented by a line starting at point X and moving 
toward the right, accounting statements may be diagrammed as 
follows: 


Balance Sheet 

X Dec. 31, 1949 




Balance Sheet 

Dec. 31, 194S 

Balance Sheet 

Dec. 31, 1947 


Balance Sheet 

Dec. 31, 1946 







Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

for 1946 

for 1947 

for 1948 

for 1949 


PROPERTY AND The property owned by a business and used 

PROPERTY RIGHTS j n £] ie operation of that business is called 

assets. The right or interest of the proprietor in the assets of the 
business is called his proprietorship, capital, or net worth. If there are 
no claims against the assets, other than that of the proprietor, the 
relationship of the proprietor to the assets is expressed by the follow- 
ing equation: 

Assets = Proprietorship 


For example, Frank Ford has $8,000 in cash that he decides to use 
in the operation of a grocery store. His assets and his proprietorship 
are shown by the equation : 

Cash $8,000 = Frank Ford $8,000 

Ford pays $4,500 for merchandise and $2,000 for store equipment. 
These purchases decrease his asset cash $6,500 but give him two new 
assets, merchandise and store equipment. The equation that shows 
the assets and the rights to the assets is: 
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Assets 

= Proprietorship 


Cash 

Merchandise 

Store Equipment 

$1,500 Frank Ford 

4,500 

2,000 

$8,000 


$8,000 

$8,000 


The nature of Ford’s property has changed as a result of his pur- 
chases, for now he has only $1,500 in cash, but he has merchandise and 
store equipment \alued at $6,500 The two transactions given above 
change the nature of the assets but do not change the total value of the 
assets 

Many businessmen find that, in order to conduct their businesses 
satisfactorily, they need property in addition to that provided by 
their own proprietorship They can obtain the use of additional 
property in either of two ways (1) they can borrow money and use 
it to purchase assets or (2) they can purchase property on account, 
that is, they can procure the property by giving a promise to pay 
at some future date. 

Those from whom businessmen borrow or purchase on account are 
known as creditors The creditors of a business have a claim on the 
property of that business until the proprietor pays them m accordance 
with their agreement The rights of the creditors in the assets of a 
business are known as the liabilities of the business 

If Ford, whose financial condition has just been illustrated, pur- 
chases $1,500 of merchandise from Carl Hay and promises to pay for it 
later, he increases the total of his assets $1,500 by the acquisition of the 
merchandise At the same time he grants a claim against his assets, 
for Carl Hay now has a nght to the amount of $1,500 in these assets; 
consequently, a liability of $1,500 is created by this purchase. These 
facts are shown by the following equation. 

Assets = Liabilities + Proprietorship 


Cash 

$1,500 Carl Hay 

$1,500 Frank Ford 

$8,000 

Merchandise 

6,000 

Store Equipment 

2,000 




$9,500 = 

$1,500 + 

$8,000 


As he would use all his cash if he paid Hay for the total amount 
of the purchase, Ford decides to pay only $500 in cash on account. The 
following equation shows this $500 decrease in the assets and the 
liabilities: 
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Assets — Liabilities + Proprietorship 

Cash $1,000 Carl Hay $1,000 Frank Ford .. . $8,000 

Merchandise.... 6,000 
Store Equipment 2,000 


$9,000 = $1,000 + $8,000 


PROPRIETORSHIP as A The primary ob i ective °[ tbe proprietor of a 
RESULT OF BUSINESS business is to increase his proprietorship by 
OPERATIONS earning a profit. This may be accomplished 

by selling commodities or services at a price above cost and by keeping 
the expenses of operating the business at an amount that is less than 
the difference between the sales price and the cost. For instance, Ford 
sells for $8,000 the merchandise that cost him $6,000. If his operating 
expenses are less than $2,000, which is the margin on sales, he has 
earned a profit. If his expenses exceed $2,000, he has incurred a loss. 

If Ford sells for $8,000 the merchandise that cost him $6,000 and 
has operating expenses amounting to $1,600, he has realized a profit of 
$400. This profit is shown in the equation by an increase of $400 in his 
assets and an increase of the same amount in his proprietorship. His 
liabilities are not affected by these transactions. 

After these transactions have been completed, Ford no longer ha 
merchandise valued at $6,000. Instead, he has additional cash o. 
$6,400, the amount he received for the merchandise ($8,000) less his 
operating expenses that he paid for in cash ($1,600). The total value 
of his property is now $9,400, which represents an increase of $400. 
Since the amount of his liability remains $1,000, his proprietorship is 
represented by the difference between the assets and the liabilities, or 
$8,400, which is an increase of $400. The equation is now as follows: 


Assets = Liabilities + Proprietorship 

Cash $7,400 Carl Hay.... $1,000 Frank Ford ... .$8,400 


Store Equipment 2,000 


$9,400 = 


$ 1,000 + 


$8,400 


In the preceding example, if Ford had been unable to keep his 
operating expenses low enough to be absorbed by the margin between 
the cost of the merchandise and the sales price, he would have incurred 
a loss. For instance, if Ford had paid out in cash operating costs 
amounting to $2,500, both his assets and his proprietorship would have 
been reduced $500. In other words, the expenses of operating the 
business would have exhausted the $2,000 margin and Ford’s cash 
would have been $1,000 —$2,500 +$8,000, or $6,500, an increase of 
$5,500. His merchandise, however, would have decreased $6,000. 
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Since his proprietorship and his liabilities would ha\e equaled his total 
a&sets his financial condition expressed in equation form would have 
been as follows 

Assets = Liabilities + Proprietorship 

Cash *6 500 Carl Hay $1 000 Frank Ford $7 500 

Store Equ pment 2 000 

$8 500 - $1 000 + $7 500 

It can be seen that if a businessman is to make a profit he must 
keep the operating expenses of his business down to an amount that 
is lower than the margin between the cost of the merchandise and the 
sales pnce 

need for business if the proprietor is to conduct his business 

records in suc h a manner that his proprietorship will 

be increased and if he is to make satisfactory decisions with regard to 
future operations he must know the effect of his business transactions 
on his assets liabilities and proprietorship 

If he is considering the desirability of employing additional sales 
clerks he should consider the results obtained from the employment of 
his present clerks and should try to judge from this experience what 
probable results will be obtained from employing additional clerks 
If he is considering the purchase of additional equipment or additional 
store space he should gi\e careful attention to the results obtained 
from the present equipment and space If he thinks the additional 
clerks and store facilities will increase his sales and his proprietor 
ship he may decide to procure them 

If the proprietor is contemplating the purchase of additional 
property by increasing his liabilities he must consider (1) whether his 
past experience indicates that this property can be used profitably 
that is whether it can be used so that it will result in an increase in 
proprietorship and (2) whether he will be able to pay his creditors in 
accordance with the terms under which he can obtain the property 
from them Creditors will usually accept only cash in payment of their 
claims If the proprietor invests too much of his property m land 
buildings equipment and other assets of a similar nature he may be 
unable to obtain the cash needed to pay his creditors at the proper 
time He must have information that will show him the amount of his 
liabilities and he must know whether he will have the cash to pav them 
when they are due 

There are persons other than the proprietor who are interested in 
the operations of the business and who are entitled to information 



Ch. -11 


MEANING AND PURPOSE OF ACCOUNTING 


11 


about these operations. If the proprietor wishes to borrow money 
from a bank, the officers of the bank may require him to give informa- 
tion that will enable them to judge his ability to repay the loan. This 
information will probably include the amounts and the nature of his 
assets and liabilities, the amounts of the profits earned in previous 
years, and a detailed explanation of how the profits were earned. If 
the profits were earned in the regular operation of the business, a much 
better condition might be indicated than if they were unusual gains 
resulting from transactions that might not occur again. 

Creditors may also request similar information before they sell 
merchandise on account to a business. The government may require 
a statement showing the income of the business so that the income tax 
can be ascertained and assessed. 

Obviously, in controlling his business, the proprietor needs all the 
information that might be desired by anyone else; hence accounting 
records that meet the needs of the proprietor will ordinarily meet the 
needs of all others. The proprietor, however, frequently needs informa- 
tion about many details in which outsiders are not interested. Statistics 
showing the amounts of different expenses, the cost of selling certain 
kinds of merchandise, the ratio of returned goods to goods sold, and 
many similar types of information are important to the proprietor but 
are ordinarily not needed by others. In the following chapters atten- 
tion will be given primarily to the needs of the proprietor, but the needs 
of others will not be ignored. 


records for Records are often needed by those not en- 

enterprises RCIAL gaged in business operations in the technical 

sense. For example, records are used by 
professional men and by those who have retired from active participa- 
tion in business. The physician, the lawyer, and the accountant must 
maintain records to show at least (1) the amounts owed them by their 
clients so that they can take the necessary steps to procure collection 
and (2) the amount of income earned so that they can make their 
income tax returns to the government. Governmental units, such as 
cities and states, need information concerning past operations in 
planning their future activities. The same is true of lodges, clubs, and 
churches. Every individual or organization that uses property in the 
conduct of operations should maintain a record of this property and the 
effect of operations on the property. Emphasis will be placed primarily 
on the records needed by those carrying on commercial opei’ations for 
profit, but much of this discussion will be applicable to the needs of all 
those requiring the sendees of accounting records. 
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specialized The accounting that has been referred to in 

accounting fields previous pages is sometimes called “general” 
accounting It has to do with the recording of transactions for a 
business or other economic unit and the periodic preparation of state- 
ments from these records It provides accounting information for 
management for creditors for the government, and for any others who 
have use for such information 

In addition to “general” accounting a number of specialized 
accounting fields have developed especially during the past fifty years 
Among these specialized fields attention may be given briefly to the 
following 

Auditing and investigations represent a field of accounting activity 
that reviews independently the “general ’ accounting Auditing is 
usually done by an independent accountant who examines records and 
reports and issues a statement of opinion regarding their accuracy, 
together with a report containing confidential advice to the manage- 
ment 

Cost accounting emphasizes accounting for costs particularly manu- 
facturing costs It stresses costs of products and processes rather than 
the proprietorship of the enterprise as a whole 

Income tax accounting has been of great importance since the 
adoption of the Sixteenth Amendment to the Constitution in 1913 It 
involves a knowledge of the latest decisions of income tax authorities 
and seeks to determine the correct amount of tax liability based on 
income As the amount to be raised by income taxes increases, the 
importance of this field of accounting grows 

Accounting systems stress the construction of accounting records for 
any particular enterprise or group of similar enterprises It seeks to 
make more efficient the mechanisms of recording and reporting in 
accounting for a specific business 

Budgetary accounting presents in account form the transactions 
planned for the coming period and summanzes these transactions in 
accounting statements It deals with contemplated rather than actual 
transactions 

Goiernmental accounting specializes in the transactions of political 
units, such as states and municipalities It seeks to provide useful 
accounting information with regard to the business aspect of public ad- 
ministration 
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1* Name five different kinds of assets that each of the following uses: 
(a) a bank, (b) an airplane manufacturer, (c) a university student, (d) 
the head of a household, (e) a city hospital. 

(1) Which of these users of property requires the greatest amount? 

(2) Which requires the least? 

2. Edward Brown purchased a house for $8,000. (a) Under what condi- 
tions would this transaction not affect the amount of his property or of 
his proprietorship? (b) Under what condition would this transaction 
affect the amount of his property without affecting the amount of his 
proprietorship? (c) Could it affect his proprietorship? 

3. Before Edward Brown moved into the house that he had purchased, 
he received an offer of $10,000 in cash for it. He accepted the offer. How 
did this transaction affect the amount of (a) his property? (b) his pro- 
prietorship? 

4. Stanley Aircraft Company is a manufacturer of airplanes, (a) Describe 
three transactions that will not affect the total amount of its property or 
of its proprietorship, (b) Describe three transactions that will affect the 
amount of its property but not the amount of its proprietorship, (c) 
Describe three transactions that will affect the amount of its property 
and of its proprietorship. 

5. "Transactions are becoming more complicated because of sales and 
payroll taxes.” Do you agree? Explain. 

6. “The life of an economic unit is determined by its business transactions; 
every living economic unit is a party to transactions.” Is this true? 
Explain. 

7. Carl Snow’s proprietorship on May 1 is shown by the first equation 
given below. On that day he performed the transactions indicated by 
the additions to and the subtractions from the assets, the liabilities, and 
the proprietorship. State the transaction that gave rise to each equation. 


Store 



Cash 


Merchandise 

"b 

Fixtures = 

Liabilities 

+ 

Proprietorship 


$3,000 


$4,000 

-b 

$1,500 = 

$1,500 

+ 

$7,000 

(a) 

+200 




-200 





$3,200 

+ 

$4,000 

+ 

$1,300 = 

$1,500 

+ 

$7,000 

(b) 



+1,000 



+1,000 




$3,200 

+ 

$5,000 

+ 

$1,300 = 

$2,500 

+ 

$7,000 
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Store 



Cash + 

Merchandise 

+ 

Fixtures 

Liabilities 

+ 

Proprietorship 


$3 200 + 

$o 000 

+ 

$1 300 

$2 500 

+ 

$7 000 

te) 

+1 200 
-100 

-800 





+300 


$4 300 + 

$4 200 

+ 

$1 300 

- $2 500 

+ 

$7 300 

(d) 

1 000 




-1 000 




$3 300 + 

$4 200 

+ 

$1 300 

= $1 500 

+ 

$7 300 

(e> 

+600 

200 

500 





-100 


$3 700 + 

$3 7C0 

+ 

$1 300 

- $1 500 

+ 

$7 200 

(f) 

100 






100 


$3 600 + 

$3 700 

+ 

$1 300 

$1 500 

+ 

$7 100 


8 The proprietorship of the city of Early on May 1 is shown bj the first 
equation given below On that day the transactions indicated by the 
additions to and subtractions from the assets the liabilities and the 
proprietorship were performed State the transaction that gave nse to 
each equation 

Taxes 

Receiv 



Cash 

+ 

ABLE 

+ 

BLDG 

+ 

Land 

+ 

Equip 

Liab 

+ 

Prop 


$12 000 

+ 

$ 9 000 

+ 

$■>0 

000 

+ 

$ 

7 500 

+ 

$11 000 = $ 

9 500 

+ 

$o0 

000 

(a) 

+ 5 000 


o 000 















$17 000 

+ 

$ 4 000 

+ 

$20 

000 

+ 

$ 

7 500 

+ 

$11 000 - 

■ $ 

9 500 

+ 

$50 

000 

<b) 

+3 000 










-3 000 







$20 000 

+ 

$ 4 000 

+ 

$20 

000 

+ 

$ 

7 oOO 

+ 

$ 8 000 

$ 

9 500 

+ 

$50 

000 

(c) 

-6 500 












6 500 





$13 500 

+ 

$ 4 000 

+ 

$■>0 

000 

+ 

$ 

7 500 

+ 

$ 8 000 = 

= $ 

3 000 

+ 

$o0 

000 

(d) 

+ 13 000 




-10 

000 



1 000 






+2 

000 


$26 500 

+ 

$ 4 000 

+ 

$10 

000 

+ 

$ 

6 500 


$ 8 000 = 

■ $ 

3 000 

+ 

$52 

000 

(e) 



+7 000 












+7 

000 


$26 500 

+ 

$11 Q00 

+ 

$10 

000 

+ 

$ 

6 &00 

+ 

$ 8 000 

$ 

3 000 

+ 

$■>9 

000 

ff) 

-11 000 
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$15 500 

+ 

$11 000 

+ 

$10 

000 

+ 

$ 

6 500 

+ 

$ 8 000 

$ 

3 000 

+ 

$48 

000 
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PROBLEMS 

1. Matthew Moore, a student, sold magazine subscriptions and Christmas 
cards during the summer vacation. Record the following in tabular form 
similar to that used in Question 7 in this chapter. The headings to be 
used are: 


Assets = Liabilities + Proprietorship 


Cash-f-Equip.-)-Auto = Century Publ. + Matthew Moore 

(a) Net worth at the beginning of summer consists of cash, $175; equip- 
ment (typewriter and desk), $100. 

(b) Received $600 cash in subscriptions, of which $450 is payable to the 
Century Publishing Company. 

(c) Received $1,000 cash in commissions on Christmas card sales. 

(d) Paid amount due Century Publishing Company in full. 

(e) Purchased for cash used car, $600. 

(f) Paid cash for room and board and other living expenses for the 
summer, $340. 

(g) Paid cash for miscellaneous expenses, $125. 

2. O. C. Irwin prior to his father’s death had accumulated no assets. 
Record the following transactions for six months in tabular form similar 
to that used in Question 7 in this chapter. The headings to be used are: 

Assets = Liabilities + Proprietorship 


Cash-f-Securities+Auto+Home = N. A. Mtge. Co. -f- O. C. Irwin 

(a) Inherited $15,000 in cash. 

(b) Purchased securities for cash, $7,500. 

(c) Purchased a home for $15,000, giving $5,000 cash and a mortgage 
payable to the N. A. Mortgage Company for $10,000. 

(d) Sold securities that cost $1,000 for $1,500 in cash. 

(e) Purchased an automobile for cash, $2,800. 

(f) Received cash for salary, $3,600 (increase proprietorship). 

(g) Paid cash to reduce the mortgage by $500 and for interest expense, 
$300 (reduce proprietorship). 

(h) Paid cash for living expenses, $3,000. 

(i) Received cash for dividend income on securities, $200. 

Mr. Irwin’s proprietorship during the six months increased $1,000 
because of : 

(1) Excess of salary over living expenses and interest on the mortgage 
on his home. 

(2) Profit on sale of securities. 

(3) Income received as dividends on securities. 

Determine the individual amounts that go to make up the $1,000 in- 
crease. 
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CHAPTER I! 

THE BALANCE SHEET 


For the intelligent conduct of business 
activity, the proprietor must know at appro- 
priate intervals the financial condition of his enterprise and the changes 
in the financial condition that have taken place. It would be virtually 
impossible for him to obtain such information from a direct inspection 
of the accounting records. Since the accounting records must show the 
effect of each business transaction, they contain too much detail for a 
clear understanding of financial condition. 

The hundreds or thousands of business transactions performed by 
the business are summarized, and the effect of all of them is shown as a 
total. These periodic summaries prepared annually, quarterly, or 
monthly provide the proprietor and others with information about the 
financial condition of the business. 

These periodic statements shoving financial position were briefly 
described in the previous chapter. We shall now study the balance 
sheet, which shows the amounts and the nature of the proprietor’s 
assets, liabilities, and proprietorship. 


FORM OF THE 
BALANCE SHEET 


A balance sheet is merely an elaboration of 
the equation: 


Assets = Liabilities + Proprietorship 


The relation between this equation and the balance sheet can be 
shown by a simple illustration. If Ray Dunn, a retail merchant, has 
assets worth $15,000 and liabilities amounting to $5,000, his financial 
condition may be expressed by the equation: 

Assets = Liabilities + Proprietorship 
.$15,000 = $5,000 $10,000 

In preparing a balance sheet, it is customary to omit the equation 
sign and to show the assets at the left of double vertical lines and the 
rights of the creditors and the proprietor at the right of the lines. The 
balance sheet of Ray Dunn is, then, as follows: 

Assets $15,000 j| Liabilities $ 5,000 

|| Proprietorship 10,000 

Such a statement would not satisfy the needs of Dunn or others 
entitled to information about his business, for it does not show the 
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nature of his assets It does not show whether he has sufficient cash to 
meet his needs and his obligations or sufficient merchandise to satisfy 
the wants of his customers. Nor does it list the value of the store and 
delivery eqmpment he uses in rendering service to his customers. It 
does not indicate whether he owns the building in which his business 
is conducted or how much of his capital is invested in his various assets 
His balance sheet should show the amount he has invested in each 
kind of asset. It should also show the nature of his obligations. 

An examination shows that the assets of Dunn’s business consist 
of the following, cash, $1,300; merchandise inventory, $4,000; store 
equipment, $2,000; office equipment, $1,000, building, $4,000; land, 
$2,000; store supplies, $500; and office supplies, $200. He owes $3,000 
on his note at the bank and he owes various suppliers $2,000 for goods 
he has purchased. His financial condition is more easily seen if these 
items are set up in vertical columns as illustrated below: 


Assets Liabilities 


Cash 

$ 1,300 

Notes Payable 

$ 3,000 

Merchandise Inventory 

4,000 

Accounts Payable 

2,000 

Store Equipment 

2,000 



Office Equipment 

1,000 

Total Liabilities 

$ 5,000 

Building 

4,000 



Land 

2,000 

Proprietorship 


Store Supplies 

500 

Ray Dunn, Capital 

10,000 

Office Supplies 

200 





Total Liabilities and Pro- 


Total Assets 

$15,000 

prietorship 

$15,000 


■ 




Dunn completes two transactions before he engages actively in the 
sale of merchandise He purchases $500 worth of store equipment on 
account from the Post Equipment Company The result of this trans- 
action is (1) an increase in his asset Store Equipment and (2) an increase 
in his liabilities, since the Post Equipment Company now has a claim 
of $500 against the assets. The following changes are made in the 
hakmca sheet at Pay Duma as, a tcsmJA a? tina traeaftfa 

Assets Liabilities 

Store Equipment +$500 || Accounts Payable +$500 

Dunn also purchases a delivery truck for $1,500. He pays $500 in 
cash and gives the dealer a note for the balance. The result of this 
transaction is: (1) a net increase in assets of $1,000, consisting of a 
delivery equipment increase of $1,500 and a cash decrease of $500; and 
(2) an increase in liabilities of $1,000. The following changes are made 
in the balance sheet as a result of this transaction: 
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Assets 


Liabilities 


Cash 

. . -$500 

Notes Payable 

+$1,000 

Delivery Equipment .... 

. . +1,500 

The balance sheet of Dunn now appears as follows: 


Assets 


Liabilities 


Cash 

. $ 800 

Notes Payable 

$ 4,000 

Merchandise Inventory. . 

4,000 

Accounts Payable 

2,500 

Delivery Equipment 

1 500 

Store Equipment 

2,500 

Total Liabilities 

$ 6,500 

Office Equipment 

1,000 


Building 

4,000 

Proprietorship 


Land 

2,000 

Ray Dunn, Capital 

10,000 

Store Supplies 

500 

Office Supplies 

200 





Total Liabilities and Pro- 


Total Assets 

. $16,500 

prietorship 

$16,500 


classification and j n dealing with a large number of asset items 

balance-sheet assets on a balance sheet, it is helpful to have them 

grouped in significant classes. The classifica- 
tion commonly used for assets consists of (1) current assets. (2) fixed 
assets, and (3) deferred charges to expense. Balance sheet assets will 
be described briefly below under these three classifications. 

1. Current Assets. Assets in the form of cash or assets that may reason- 
ably be expected to be converted into cash in the near future by the 
regular operations of the business are called current assets. These assets 
are listed in the order of their liquidity, that is, in the order in which 
they will probably be converted into cash. Current assets most com- 
monly include Cash, Notes Receivable, Accounts Receivable, and 
Merchandise Inventory. 

Cash. Cash includes currency, checks, bank drafts, and money 
orders. Any medium of exchange that a bank will accept at face value 
on deposit may usually be shown on the balance sheet as cash. The 
cash that a business uses in its operations may be partly in its cash 
drawer and partly on deposit at the bank. 

Notes Receivable. A note receivable is a promissory note received 
from a debtor. A promissory note is a written promise to pay a certain 
sum in money at a definite time to the order of a specified person or to 
the bearer. This note may be transferred by the business to some other 
person, or it may be sold to the bank for cash. It represents a type 
of asset very readily convertible into cash. 
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Accounts Receivable An account receivable is a claim not based on 
a note against a certain person or other concern Usually an account 
receivable arises from the sale of merchandise on account The granting 
of credit for goods sold results not in an increase in cash but m an 
asset called Accounts Receivable on the sellers accounting records 
Merchandise Inventory Merchandise consists of goods purchased 
or produced for sale Food offered for sale in a grocery store and 
clothing produced for sale in a clothing factory are examples of mer- 
chandise The merchandise on hand at any specific time is referred to 
as the merchandise tmentory The inventory is usually determined 
bj a physical count of the merchandise on hand Such a count of 
merchandise is known as a physical inventory 

The value of the inventory is ascertained by valuing each item at 
the cost price or the cost to replace whichever is the lower For 
example 100 units of merchandise that had cost $5 50 a unit are on 
hand at the end of a fiscal period The same merchandise can now be 
purchased for $4 75 a unit The inventory should show this item at 
$475 the present market pnce which is lower than the original cost 
On the other hand if 100 units of another item that cost $5 50 a unit 
are on hand and the market pnce has gone up to $6 a unit that item 
should be valued at $550 the original cost pnce which is lower than 
the present market pnce These items set up in tabular form are 
Cost Market Inventory 
100 Item A 50 $4 75 $475 00 

100 Item B 5 50 6 00 550 00 

Prepaid Expenses Prepaid expenses such as store supplies and 
prepaid insurance are often classified as current assets but m this 
book they are classified under a separate heading Deferred Charges 
to Expense discussed on the following page 

2 Fixed Assets Assets that are of a permanent or fixed nature and 
that are not to be sold or converted into cash so long as they serve the 
needs of the business are called fix d assets It is expected that these 
assets will be worn out m the opeiation of the business although they 
may be sold when they no longer serve the purpose for which they 
were purchased 

The order of fixed asset items within the classification is not uniform 
in practice In some cases the most permanent of these are listed first 
m the fixed assets section at other times the least fixed are reported 
first In this book those assets with the shortest life will be shown first 
Delnery Equipment Deln ery equipment includes trucks and other 
equipment used m delivering goods to customers 
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Store Equipment. Store equipment includes such permanent assets 
as counters, showcases, window decorations, and any other items of 
furniture used directly in selling the goods. Like delivery equipment, 
this equipment may be sold when it no longer serves the purpose of 
the business. 

Office Equipment. Office equipment includes such assets as desks, 
typewriters, adding machines, and other items not used directly in 
selling the goods but needed for the general operation of the business. 

Building. A building owned by a business may be used as a factory, 
a warehouse, a store, or an office. When a building is not owned by the 
proprietor, it is rented or leased from the owner. In that case the value 
of the building does not appear on the balance sheet of the business 
because the building is not property of the enterprise. 

Land. The value of the land on which the building is located is 
usually shown as a separate item on the balance sheet. Although a 
building may no longer be valuable because of its age or its condition, 
the land still remains. Because of this difference, it is desirable to show 
the land value separately. 

3. Deferred Charges to Expense. Assets that are purchased for use in 
the business and that will be consumed in the near future are called 
deferred charges to expense. For the sake of brevity, they are frequently 
referred to as deferred charges. 

Store Supplies. Store supplies include paper, twine, and similar 
items used in selling. They are consumed in the operation of the 
business and are considered as assets until they are consumed. The 
amount of such supplies on hand must be ascertained at the time each 
balance sheet is prepared. 

Office Supplies. Office supplies include stationery, stamps, and 
similar items not used in selling but needed for the general operation 
of the business. Like store supplies, the amount on hand must be 
ascertained at the time that each balance sheet is prepared. 

Prepaid Insurance. Insurance premiums are paid in advance and 
may cover from one to five years. The greater part of the premium, 
then, for some considerable time is an asset. Included are such types 
of insurance as fire, theft, compensation, and liability insurance. 

The specific asset items listed and described above under the three- 
fold classification constitute those most frequently found on balance 
sheets. In addition to these there are others, such as interest receivable 
on notes, investments, machinery, tools, goodwill, and patents. An 
explanation of such assets will be given in later chapters. 
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classification and The number of liability items on the balance 
balance-sheet sheet is usually less than the number of asset 

liabilities items but is sufficiently large to justify classi- 

fication The classification common!} used for liabilities is similar to 
that used for assets It consists of (1) current liabilities, (2) fixed 
liabilities, and (3) deferred credits to income 

1 Current Liabilities Liabilities that will be due within a short time 
are called current liabilities For example, a merchant purchases mer- 
chandise on account with the agreement that he wall pay for it within 
30 60, or 90 days This transaction results in a current liability 
The rule usuall} followed is that if the liability item comes due within 
one >ear after the balance sheet date it is a current liability 

\otes Payable A note pa} able is a promissory note given by the 
business to some one to whom it owes money The business may give 
a note to a creditor from whom it has purchased merchandise or to a 
bank from which it borrows money 

Accounts Payable An account payable is a financial obligation 
for which a note has not been gi\ en Usually an account pa} able arises 
from a purchase on account A purchase in which the buyer gives his 
promise to pay at some future time for the goods he receives results in a 
liability called Accounts Payable on his accounting records 

Accrued Liabilities Amounts owed to the government on taxes, 
to employees on wages, or to creditors on interest are called accrued 
liabilities until they are paid in cash When income tax rates are high, 
Taxes Payable is often the largest single current liability item on a 
corporation balance sheet More complete explanations of accrued 
liabilities will be gi\ en in later chapters 

U nearned Collections Collections received m advance of delivery of 
goods or performance of services for which goods or services will have 
to be given in the next fiscal period are often classified as current 
liabilities In this book, however, they are classified under a separate 
heading " Deferred Credits to Income, discussed on the opposite page 

2 Fixed Liabilities Liabilities that wall not be due for a comparatively 
long time after they are contracted are called fixed liabilities Such 
liabilities usually arise in the purchase of fixed assets A comparison 
of the fixed assets total with the fixed liabilities total shows the extent 
of borrowing in connection with such fixed assets 

As a liability that is to be paid within one year after it is incurred 
is a current liability, it follows that a liability not payable so soon is a 
fixed liability A fixed liability that is due in the current year and that 
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is to be paid rather than to be renewed should be moved into the 
current liabilities group. In the interest of complete information, the 
date of the maturity of the specific obligation should be shown on the 
balance sheet. 

Mortgage Payable. A mortgage payable represents a debt owed by a 
business for which the creditor possesses a secured claim through a 
mortgage on some particular asset. If the amount owed is not paid by 
the debtor, this secured claim gives the creditor the right to bring 
court action that may result in the sale of the asset to satisfy the claim. 

Bonds Payable. Long-term obligations of corporations are com- 
monly evidenced by formal papers known as bonds. Bonds may be 
secured by mortgages on fixed assets as described in the previous 
paragraph or may be based on the general credit standing of the corpo- 
ration. In any case, they represent a debt to be paid more than one 
year hence and are therefore included under fixed liabilities. 

3. Deferred Credits to Income. If a business is paid in advance for a 
sendee, the unearned portion of the payment is a deferred credit to 
income. For example, when an insurance company receives in one 
fiscal period a payment for insurance that extends over a future fiscal 
period, the unearned portion of the premium is a deferred credit to 
income that may be listed on the balance sheet under the title “Un- 
earned Premium Income.” 


DEFINITION AND 
ILLUSTRATION OF 
BALANCE SHEET 
PROPRIETORSHIP 


Proprietorship is the interest of the owner in 
the assets of the business. If a business has 
no liabilities, the proprietorship is equal to 


the total of the assets; otherwise, it is the difference between the assets 


and the liabilities. 


Proprietorship, capital, and net worth are synonymous terms. All of 
these terms are used by businessmen and accountants. The first two 
are, perhaps, more accurate terms than the third, since the term “net 
worth” may seem to imply that accounting values are all based on 
present market values. As was stated in Chapter I, accounting values 
are determined by the prices agreed upon in the recorded transactions. 
These may be above or below the present market prices. 

Sometimes the proprietorship is vested in two or more persons. 
Then the business is known as a partnership or a corporation according 
to the methods of ownership. The capital interests of partners in a 
partnership are shown separately on the balance sheet. The sum of the 
interests of the various partners represents the proprietorship of the 
partnership. The interest of each stockholder in a corporation is not 
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shown on the balance sheet The interest of the stockholders as a 
group is shown in two amounts, the original investment and the 
accumulated earnings or losses of the corporation since the beginning 
of operations. 

The manner of reporting the different types of ownership interest 
on the balance sheet is illustrated below. These illustrations indicate 
the personal emphasis in the sole proprietorship and the partnership 
and the impersonal emphasis in the corporation. 

Sole Proprietorship 


W. L Paul, Capital . . . . . 

$ 6,500 

Partnership 

Gamer Beckett, Capital 

.. $ 12,300 

William Clary, Capital 

13,100 

Total Capital 

. . $ 25,400 

Corporation 

Capital Stock 

$100,000 

Surplus 

35,100 

Total Capital 

$135,100 

In the sole proprietorship and the partnership the interests of the 


owners are designated by the names of the owners. In the corporation 
the stockholders’ interests are represented by the sum of the capital 
stock and the surplus items The nature of partnerships and corpora- 
tions will be considered in later chapters. 

It is helpful to report the changes that have occurred in a sole 
proprietorship since the previous balance sheet was prepared. This 
practice gives a more complete report of financial condition by showing 
the additions through profits and additional investments and the 
subtractions through losses or withdrawals. This more complete 
statement of proprietorship is shown below: 


Robert Lee, Capital, January 2, 1948 $10,000 

Additional Investment, July 1, 1948 . 2,000 


Total Investment . $12,000 

Net Profit in 1948 . . , $4,000 

Less "Withdrawals in 1948 . 2,400 1,600 


Robert Lee, Capital, December 31, 1948 $13,600 


If Robert Lee had withdrawn $4,800 in 1948, the difference between 
$4,800 and $4,000 would have been subtracted from his total invest- 
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ment, leaving only $11,200 as his capital on December SI. This 
condition is shown below: 


Robert Lee, Capital, January 2, 1948 $10,000 

Additional Investment, July 1, 1948 2,000 


Total Investment $12,000 

Net Profit in 1948 $4,000 

Less Withdrawals in 1948 4,800 800 


Robert Lee, Capital, December 31, 1948 $11,200 


It is important for the proprietor to know whether his withdrawals 
from the business have exceeded his earnings. If such excess with- 
drawals occurred sufficiently often, his proprietorship would eventually 
disappear. 

If Robert Lee had suffered a loss in 1948, the amount of the loss 
would be added to the withdrawals and the sum of these items would 
be subtracted from his total investment. 


heading of the A balance sheet is prepared to show the 

balance sheet financial condition of the business on a 

specific date. The name of the business for which the balance sheet is 
prepared and the day for which the report shows the financial condition 
are customarily used in the heading or title. The date used is that of 
the business day that has just closed. A balance sheet prepared at the 
close of the calendar year 1948 would be dated December 31, 1948. 
Such a heading is usually written in three lines. The first contains the 
name of the business; the second, the name of the statement, “Balance 
Sheet” ; and the third, the date of the statement. 


STANDARD FORMS OF 
THE BALANCE SHEET 


The balance sheet of James Hiatt, prepared 
in the form customarily used, is shown on 
pages 28 and 29. This form is known as the account jorm. Sometimes 
the balance sheet is prepared in a form known as the report jorm. This 
form is illustrated in Chapter V. 

In the account form the accounting equation is set up as follows: 

Assets = Liabilities + Proprietorship 
Balance Sheet 


Assets 


Liabilities 


Proprietorship 


$100,000 


$ 40,000 
60,000 
$ 100,000 
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ciation, and maintenance, shows this total to be considerably under 
the rent he has been paying. He uses $10,000 of his own cash and 
borrows $5,000 on a five-year note to pay for the property. It is 
estimated that $3,000 of the purchase price applies to the land, leav- 
ing $12,000 as the cost of the building. 

At the end of the second year Mr. Calvin prepares a balance sheet 
and a profit and loss statement for Mr. Hiatt. The balance sheet is 
illustrated on pages 28 and 29 and is analyzed below; the profit and 
loss statement is described at the end of Chapter III. 


balance sheet The balance sheet of James Hiatt is known 

analyzed 0 AN ° 35 a classified balance sheet, since assets and 

liabilities are listed under the headings 
current, fixed, and deferred. It is also called the account form, since 
assets are on the left and liabilities and proprietorship are on the right. 
The proprietorship section shows income and withdrawals since the 
last balance sheet. 

The analysis of a balance sheet provides much useful information, 
primarily by calculating the ratios existing between the different 
classes of assets and liabilities. For example, the current ratio (current 
assets -f- current liabilities) is one very commonly quoted and is 
one of the most useful. The balance sheet ratios providing such useful 
information are: 


(1) Current ratio. 

(2) Fixed ratio. 

(3) Owner’s equity ratio. 

(4) Creditor’s equity ratio. 

(5) Earnings on capital ratio. 


The current ratio for Hiatt Home Appliances is current assets, 
$29,500, divided by current liabilities, $15,000, or 1.97 to 1. Current 
liabilities commonly call for payment in cash, most of which is realized 
from current assets, such as receivables and merchandise. A margin 
of safety should be provided for any shrinkage that might take place 
in the conversion of such assets into cash. The ratio of 1.97 to 1 
would permit an almost 50 per cent shrinkage in such a conversion 
into cash. 

The difference between current assets and current liabilities is 
called working capital. Mr. Hiatt’s working capital is $29,500 — 
$15,000, or $14,500. Working capital shows in dollars the amount 
available for current use in the operation of a business. 

The fixed ratio for Mr. Hiatt is fixed assets, $48,000, divided by 
fixed liabilities, $5,000, or 9.6 to 1. While this figure has some general 
significance, it is not so important in Mr. Hiatt’s business, since his 
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Balance Sheet— 


fixed liability is secured by a mortgage on his building and land This 
ratio at the time the loan was made was $15,000, the cost of the prop- 
erty - the mortgage note, $5 000, or 3 to 1 

n T^ e ° wne £ s et ! mt -’ ra l i0 ls the ratio of proprietorship to total assets 
fy“™ dlng James Hiatt’s proprietorship, $60,000, by his total assets 
$80,000, one finds that the owner's equity is 75 per cent Conversely, 
the creditor s equity ratio is the ratio of total liabilities to total assets 
By dividing total liabilities, $20,000, by total assets, $80,000, one 
finds that the creditor’s equity is 25 per cent 
1 In c f' < j uIatln S earnings on capital, provision should be made for the 
value of the proprietor’s services to the business If it is assumed that 
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Account Form 

Mr. Hiatt’s services are worth $4,500 a year, the earning on capital 
would be net profit, $10,000, less $4,500, or $5,500, divided by begin- 
ning capital, $55,000, or 10 per cent. If the proprietor’s services were 
ignored, the earning on capital would be $10,000 divided by $55,000, 
or 18 per cent. 

In a later chapter the method of analyzing and interpreting the 
items on the balance sheet null be discussed in detail. The present pur- 
pose is only to emphasize the importance of such an interpretation and 
to show why balance sheet items are classified into current, fixed, 
and deferred groups and why the order of groups of items is so ar- 
ranged. 
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QUESTIONS 

I. R L Hall, a retail grocer, has the following items in his cash drawer 
on June 30 postage stamps, $15, a postal money order for $20, a check 
from E H Witt, dated July 10, for $60, a check for $100 from A C. 
Wagner, which is dated June 29 and has not yet been presented to the 
bank for collection, a check for $40 from T J Johnson, which is dated 
June 20 and has been returned from the bank marked “Not Sufficient 
Funds ’, currency, $25. Which of these items can be included under the 
heading of “Cash” on Hall’s balance sheet of June 30 7 

2 One transaction was completed before each of the following balance 
sheets was prepared (The balance sheet headings and classifications of 
assets and liabilities have been omitted to conserve space ) Explain the 
nature of each transaction 


Cash $ 4,000 

Merchandise Inventor} 4,000 


$ 8,000 

Cash $ 4 000 

Merchandise Inventory 4,000 

Store Equipment 3,000 

$11,000 

Cash $ 6,000 

Merchandise Inventory 4,000 

Store Equipment 3,000 

$13 000 

Cash $ 5,000 

Merchandise Inventory 4 000 

Delivery Equipment 1,000 

Store Equipment 3 000 


$13,000 

Cash $ 3,000 

Merchandise Inventory 4 000 

Delivery Equipment 1,000 

Store Equipment 3,000 


$ 11,000 


Arthur Sells, Capital $ 8,000 

$ 8,000 

Brown Equipment Co $ 3,000 

Arthur Sells, Capital 8,000 

$11,000 

Brown Equipment Co $ 3,000 

Arthur Sells, Capital 10,000 

$13,000 

Brown Equipment Co $ 3,000 

Arthur Sells, Capital 10,000 


$13,000 


Brown Equipment Co $ 1,000 
Arthur Sells, Capital 10,000 


$11,000 


3. How would each of the following be shown on a balance sheet* 
furniture held for sale by a furniture company, furniture owned by a 
retail drygoods store, stationery on the counters of a drug store, stationery 
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owned by a grocery store; stamps in a lawyer’s office; an automobile 
used by a grocery store to deliver merchandise; automobiles in the show- 
rooms of an automobile sales company? 

4. The following balance sheet properly differs from the one on pages 
28 and 29 in that it uses dollar signs because it is not written on ruled 
paper. It incorrectly differs from the illustration in nine other details. 
Make a list of these errors. 


Balance Sheet 
A. B. CASE 


Assets Liabilities 


Current Assets: 


Current Liabilities: 


Cash 

$ SCO 

Notes Payable 

. $1,000 

Accounts Receivable 

4,000 

Accounts Payable 

3,500 

Building 

3,600 

Mortgage Payable 

3,000 

Purchases 

3,000 





Total Current Liab.. 


Total Current Assets 

$11,000 



Fixed Assets: 


Proprietorship 

Furniture and Fixtures 

$1,500 



Land 

2,000 

A. B. Case, Capital 

$G,000 



Sales 

2,450 

Total Fixed Assets. . . . 

3,500 





Total Proprietorship . . . . 

. . 

Total Current and Fixed 




Assets 

$14,500 



Deferred Charges: 




Store Supplies 

$ 150 



Office Supplies 

300 




Total Deferred Charges. 450 

Total Assets $14,950 Total Liabilities & Prop. . . $14,950 


5. The manager of the Ford Shoe Company wishes to borrow from the 
bank $1,500 with which to buy additional store fixtures. He presents to 
the banker a balance sheet shoving that the current assets of the company 
are: cash, $4,000; accounts receivable, $10,000; merchandise inventory, 
$10,500. The current liabilities consist of accounts payable of $6,500. 
The banker contends that the balance sheet does not show a satisfactory 
condition, because the business must always carry in stock about $10,000 
worth of merchandise in order to take care of its customers, and because 
it usually has accounts receivable of about $10,000. Under these circum- 
stances the banker believes that the business may not be able to pay all 
its accounts payable. Considering only the preceding facts, do you believe 
that the company is entitled to a loan? 



32 


ACCOUNTING PRINCIPLES 


[Ch 2 

6 Some bankers require that businesses borrowing money from them 
have current assets worth at least twice as much as the current 
liabilities Suggest reasons for this requirement 

7 John Anderson’s proprietorship increased $5,000 during the past 
fiscal year What was the profit or loss if 

(a) No additional investments or withdrawals were made 7 

(b) Only additional investments of $1,000 were made 7 

(c) Only additional investments of $2,000 were made 7 

(d) Only withdrawals of $1,000 were made 7 

(e) Additional investments of $2,000 and withdrawals of $1,000 were 
made 7 

(f) Capital additions of $2,000 and withdrawals of $4,000 were made 7 

8 (a) Could the government of the state of Ohio have a balance sheet 7 

(b) If it could, which of the following items would be reported on the 
balance sheet school buildings, cash received from taxpayers, furniture 
in the governor’s office, state highways, forests and waterfalls belonging 
to the state, accounts (taxes) receivable (c) How would such items be 
classified on the balance sheet 7 

9 The following items are taken from the balance sheet of Robert 
Baird. 


Accounts Payable $ 3,000 

Accounts Receivable 3,000 

Cash 1 000 

Deferred Charges 2,000 

Merchandise Inventory 8,000 

Mortgage Pajable 3,000 

Notes Payable 1,000 

Office Equipment 2 000 

Store Equipment 4,000 

Robert Baird, Capital 13,000 


Calculate the following (a) fixed asset ratio (ratio of fixed assets to 
fixed liabilities), (b) current ratio, (c) working capital, (d) creditors’ 
equitj , (e) owner s equitj 

10 Which of the following questions may be answered "yes”, which, 
"no” 7 

(a) Does the current ratio involve the same balance sheet figures as the 
working capital 7 

(b) Is the current ratio the difference between current assets and work- 
ing capital 7 

(c) Is the creditors’ equity the difference between total assets and total 
liabilities 7 

(d) Is the ratio of proprietorship to total assets the current ratio 7 

(e) Does the ratio of fixed assets to fixed liabilities show the mortgage 
creditor’s security? 
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PROBLEMS 

1. Show, by the use of simple balance sheets without headings or classifica^ 
tions of assets and liabilities (similar to those used in Question 2 of this 
chapter), the effect of the following transactions. Prepare a new balance 
sheet after each transaction. 

(a) H. A. Miller had investments as follows: Cash, $5,000: Building, 

$ 20 , 000 . 

(b) Sold the building for $19,000 cash. 

(c) Purchased an apartment house for $58,000, giving $22,000 cash and 
a mortgage payable for the balance. 

(d) Collected cash for rents, $6,000. 

(e) Paid cash for operating expenses, $2,500, and to reduce the mortgage, 
$1,500. 

2. On December 31, 1949, the end of one year, the assets and the lia- 
bilities of Robert Risk are as follows: 


Accounts Payable $ 6,000 

Accounts Receivable. . . . 20,000 

Building 18,000 

Cash 5,000 

Land 4,500 

Merchandise Inventory. . . . 7,000 

Mortgage Payable 4,000 

Notes Payable 2,000 

Prepaid Insurance 1,500 

Store Equipment 3,500 

Store Supplies 500 


At the beginning of the fiscal period on January 1, Robert Risk’s 
capital had been $45,000. He made withdrawals of $1,000 each month. 
The business showed a net income for the year of $15,000. 

Instructions: (1) Prepare a balance sheet in account form showing Robert 
Risk’s financial condition on December 31, 1949, in accordance with the 
illustration on pages 28 and 29. 

(2) Compute the following: 

(a) Current ratio. 

(b) Fixed ratio. 

(c) Owner’s equity. 

(d) Creditors’ equity. 

(e) Earning on capital (assume Mr. Risk’s sendees are worth $12,000 
a year). 

(3) What is the working capital? 

3. Ben Gray invested the following assets in a retail camera shop: cash, 
$10,000; merchandise inventory, $4,000. He planned to open the store 
on August 1, 1949, but prior to that time the following transactions took 
place: 

(a) Purchased a building for $20,000, paying $5,000 in cash and giving 
a mortgage for the balance. 
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(b) Purchased merchandise, $5,000, paying $2,000 in cash and the balance 
On account 

(c) Purchased store equipment $2 500, paying 50 per cent in cash and 
giving a note payable for the balance 

(d) Paid cash for insurance, $300 

Instructions (1) Prepare a tabulation of the foregoing transactions in 
an equation form similar to that used in Question 7, page 13 You will need 
the following headings Assets — Cash Merchandise Inventory, Store Equip 
ment Building, Prepaid Insurance Liabilities — Notes Payable, Accounts 
Payable Mortgage Payable Proprietorship — Ben Gray 

(2) Prepare a classified balance sheet in account form as of July 31 1949 

4 On June 30 1949 the end of a fiscal year, the assets and the liabilities 
of Milton Bren are as follows 


Accounts Payable 

$ 2 000 

Accounts Receivable 

5 000 

Buildings 

10 000 

Cash 

1 000 

Land 

1 500 

Merchandise Inventory 

4 000 

Mortgage Payable 

5 000 

Furniture and Fixtures 

3 500 

Supplies 

3 000 


At the beginning of the fiscal year Mr Bren’s capital had been $16 000 
During the year he invested $2 100 cash in the business and made weekly 
withdrawals of $50 As a result of operations for the year, the business 
showed a net profit of $5 500 

Instructions (1) Prepare a classified balance sheet in account form as of 
June 30 1949 

(2) Compute the following 

(a) Current ratio 

(b) Fixed ratio 

(c) Owner s equity 

(d) Creditors equity 

(e) Earnings on capital (assume Mr Bren's services are worth $75 
a week) 

(3) What is the working capital’ 



CHAPTER III 

THE PROFIT AND LOSS STATEMENT 


5?J? The proprietor of a business hopes to operate 

STATEMENT in such a way that he will increase his pro- 

prietorship. His accounting records should 
proride the information that will aid him in accomplishing this purpose. 
The amount of profit or loss incurred during a given period is the most 
important single fact of the period. 


Each balance sheet shows the proprietor the amount of his pro- 
prietorship at the date of the balance sheet. By comparing the amount 
of his proprietorship as shown by balance sheets prepared on successive 
dates, he can ascertain whether his proprietorship is increasing or 
decreasing, as well as the amount of the increase or the decrease; but 
he cannot determine the cause of the increase or the decrease. 


The balance sheet of James Hiatt, illustrated on pages 28 and 29, 
showed his proprietorship on December 31, 1949, to be $60,000. One 
year before, his balance sheet showed his proprietorship to be $55,000. 
His profit for the year was $10,000 but he withdrew $5,000. The net 
increase in proprietorship was therefore $5,000 during the year. If he 
had withdrawn $12,000 and had made the same net profit, his pro- 
prietorship would have been decreased $2,000. The amount of profit 
measures the increase in proprietorship unless there have been with- 
drawals or additional investments during the period. 

The proprietor needs to know at frequent intervals the amount and 
the causes of his profit or loss in order that he may plan his future 
operations so as to increase his profit or to eliminate his loss. In a 
mercantile business, profit or loss results from the buying and selling 
of commodities. The proprietor needs a report showing the amount of 
his sales, the cost of procuring and selling the goods, and the difference, 
which is the profit or the loss. The statement that gives this informa- 
tion is known as the profit and loss statement. Other names given to 
this statement include income statement, operating statement, income 
account, and income summary. 

The profit and loss statement is prepared at the same time as the 
balance sheet and shows the results of operation for the period since 
the last balance sheet. The period covered by a profit and loss state- 
ment is known as a fiscal period. 
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form of the A profit and loss statement showing the 

profit and loss results of the purchase and the sale of a 

statement smg i e um t of property is the simplest to 

explain, since it involves very few transactions For example, if 
Robert King purchases a house and lot for $10,000 and immediately 
sells them for $12,000, he can show the effect of the two transactions 
by the following statement 

Sale Price of House and Lot $12,000 

Cost of House and Lot 10,000 

Profit $ 2 000 

If he paid a real-estate agent a commission of $600 for selling the 
house and lot, his profit would be shown in the following manner. 


Sale Price of House and Lot 

$12,000 

Cost of House and Lot 

10,000 

Gross Profit 

$ 2 000 

Commission 

600 

Net Profit 

$ 1,400 


In this summary only three transactions are involved* (1) the 
purchase of the property, (2) the sale of the property; and (3) the 
payment of the commission But in the average business there may be 
many purchases hundreds or even thousands of sales, and a vanety of 
expenses that are necessary in the making of the sales It is not prac- 
ticable for a business to determine the gross and the net profit on each 
sale Moreover, information about the exact profit on each sale is 
usually not needed The needs of the businessman are served satis- 
factorily if he knows the net results of his operations at the end of the 
fiscal penod The profit and loss statement gives him a summary of his 
operations during each penod m terms of income and expense 

If Ray Folks, dunng the month of December, purchases mer- 
chandise for $8 000 and sells it for $10,000, he makes a gross profit of 
$2,000 If he consumes commodities and services that cost $1,600, his 
net profit is $400 Commodities and services, such as store and office 
supplies, store space, heat, and light, when consumed in the operation 
of a business, are know n as expenses Folks’s profit and loss statement 
for the month of December would be as follows. 


Sales 

Cost of Goods Sold 


$10,000 
8 000 


Gross Profit 
Expenses 

Net Profit 


$ 2,000 
1,600 


$ 400 



a. 3] 


THE PROFIT AND LOSS STATEMENT 


37 


period C ° UNT,NG K is customar y to determine in advance the 

length of the accounting period to be covered 
by the profit and loss statement. The period commonly chosen is a 
month because businessmen need information about the results of 
their operations at frequent intervals. Other periods are a quarter 
year, a half year, and a year. A business that makes monthly reports 
may also make quarterly, semiannual, and annual reports. Businesses 
almost invariably make annual reports because the year represents a 
recurring cycle of business activities. To be understood rightly, items 
and amounts appearing on the profit and loss statement must be 
considered in the light of the period covered by the statement. 


Some transactions come within the limits of the accounting period 
and have effects pertaining to that period only; other transactions are 
carried over from previous periods or may continue into future periods. 
For example, the payment of a premium on a three-year insurance 
policy amounting to $72 results in an expense of $2 a month; this 
transaction continues into 35 future monthly periods. Office supplies 
left over at the beginning of a period from transactions of the previous 
period represent another type of carry-over. In these two cases and 
in all others the amounts shown on the profit and loss statement must 
conform to the length of the accounting period. Thus on a profit and 
loss statement for the month of May, sales, purchases, cost of goods 
sold, rent, and all other items must apply to that month alone; none 
may apply to April, which has passed, or to June, which is to come. 

Ordinarily the number of units sold in a given accounting period 
does not correspond to the number of units purchased in that period. 
A portion of the purchases of the previous period is included in the 
sales of the current period. Likewise, a portion of the purchases of the 
current period may still be on hand at the end of the period and hence 
should not be included in the sales of the current period. It is necessary, 
therefore, in determining the cost of goods sold, to take into considera- 
tion the lag between purchases and sales. 


definition OF items The items shown on the profit and loss state- 

Lod^TATnunjT ND ment of James Hiatt, page 42, are those that 

A '* ! ‘ are commonly included in the simple form of 

that statement. A discussion of each follows: 


Sales. In a mercantile business the sales are the total amount 
customers have paid or have agreed to pay for the merchandise sold 
them. Various other types of businesses make sales of numerous com- 
modities and services that are designated by different terms. For 



ACCOUNTING PRINCIPLES 


(a 3 

example, the sales of railroad services are called freight revenue and 
passenger revenue the income of professional men is known as fees; 
the income of investment trusts is called interest income and dividend 
income In anv case, the first item listed on the profit and loss state- 
ment represents the gross return from operations. 

Cost 0 / Goods Sold The cost of goods sold is the purchase price 
paid b\ the business for the goods it has sold. In the illustration on 
page 36 it was assumed that Folks sold in December, all the mer- 
chandise he had purchased during that month and that he had no 
merchandise on hand at the beginning of the next month, January ; in 
other words, bis purchases weie equal to the cost of the goods sold. 
This is not usually the case A merchant ordinarily carries a stock of 
goods on hand at all times If there is an inventory at the beginning 
of the fiscal period and one at the end of the fiscal period, both inven- 
tories must be taker into consideration when the cost of goods sold is 
determined 

The cCot of merchandise acquired In a merchant is made up of two 
different items (1) the price chaiged bv the vendor as shown on the 
m\ oice of sale, and <2j the fi eight and dray age charges for the delivery 
of the good-, The piofit and loss statement adds the amount of the 
freight charges to the invoice cost of pui chases in order to get the cost 
of goods at the mei chant’s place of business 

For example, if James Hiatt began his fiscal period with an inven- 
tory of $12,000, purchased merchandise amounting to $78,000, and 
paid freight and dray age charges of $3,000, the total cost of the goods 
he had available for sale would be the sum of these three items, or 
$93,000 If the merchandise he still had on hand on December 31 
was $18,000, the cost of goods sold would be the difference between 
$93,000 and $18,000, or $75,000 

This information should be shown on the profit and loss statement 
for the year ended December 31 in the following manner: 

Cost of Goods Sold 

Merchandise Inventory, Jan 1, 1949 «12 000 

Purchases $78,000 

Freight In 3,000 

Deln ered Cost of Purchases 

Merchandise Available for Sale 
Le«s Merchandise Inventory, Dec 31 
1949 


81,000 

$93,000 

18,000 


Cost of Goods Sold 


$75,000 
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Gross Profit on Sales. When the cost of merchandise sold is sub- 
tracted from the total sales, the difference represents the profit that 
would be made if no expenses were incurred in conducting the business. 
Expenses are always incurred, however, in the operation of a business, 
and they must be considered in determining the profit. Consequently, 
the difference between the amount received from sales and the cost of 
the merchandise sold is termed gross profit on sales. It is called gross 
profit because the expenses of operating the business must be deducted 
to obtain the final or net profit. 

The difference between the cost price and the selling price was 
referred to in Chapter I, page 9, as margin. Margin is the amount in 
dollars and cents, or in percentage of sales, that the merchandiser 
receives for rendering service to his customers. The proprietor of a 
merchandising enterprise must keep his operating costs within his 
margin if he is to gain a net profit as a result of his operations. The 
extent of the margin definitely limits the scope of his activities unless 
he is willing to suffer a loss from operations. 

Operating Expenses. Commodities and services of various kinds 
are consumed in the operation of a business. The services of sales 
clerks are used in selling merchandise to customers, and the services 
of other employees may be used in delivering to customers the mer- 
chandise sold. Paper and twine are consumed in wrapping the mer- 
chandise to prepare it for delivery. Coal is consumed in heating the 
building in which the business is conducted. Stationery and stamps 
are consumed in carrying on the correspondence between the business 
and its creditors and customers. 

The operating expenses of a business could be shown as one item 
on the profit and loss statement, but this method would not provide 
adequate information concerning their nature. A proprietor desires 
to know the amount of each expense so that he can ascertain whether 
the amount is too large and, if it is, take measures to reduce it. He 
wishes the profit and loss statement to be made in such a form that 
he can see the amount of each expense. Large firms need a very de- 
tailed analysis of expenses for control purposes. In subsequent chapters 
considerable attention will be given to the method of providing this 
analysis. 

CLASSIFICATION of The extent to which the classification of 
0--T.NO expense operating expenses is carried depends on the 

degree to which information on the profit and 
loss statement is used to measure business activities. The operating 
expenses of a large business will probably be classified in a large 
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number of groups but those of a small business can usually be classified 
under one or two major heads In a small retail business of the kind 
that has been used for illustrative purposes, it is usually satisfactory 
to classify the operating expenses in two main groups In a service 
business, like a repair shop, operating expenses may be shown in a 
single group 

Selling Expenses Expenses that are incurred directly and entirely 
in connection with the sale of merchandise are known as selling expenses 
They include such things as salaries of the sales force, store supplies 
used and advertising 

Selling expenses that are not of sufficient importance to make it 
desirable to show them as separate items on the profit and loss state- 
ment are reported under the heading “Miscellaneous Selling Expense " 
In general the best classification of expenses is one that keeps at a 
minimum the amount representing miscellaneous selling expense 
Whenever the total of the miscellaneous selling expense account is a 
considerable amount this total should be analyzed and new expense 
classifications should be set up 

General Expenses Expenses incurred in the general operation of the 
business are known as general expenses They include office salaries 
and office supplies used 

Expenses that are partly connected with selling and partly con- 
nected with the general operation of the business may be analyzed and 
reported in part as selling expenses and in part as general expenses 
In a small business, however such mixed expenses are commonly 
reported as general expenses Examples of such expenses are rent 
expense insurance and taxes 

General expense items that are not of sufficient importance to 
justify their being reported separately are reported under the heading 
“Miscellaneous General Expense If the amount of the miscellaneous 
general expense account becomes large, the total should be analyzed 
and new expense classifications should be set up 

It is customary to show this classification of expenses on the profit 
and loss statement in the manner shown at the top of the following 
page 

operations'* 0 ** The dlfference between the gross profit on 
sales and the total operating expenses is 
shown on the profit and loss statement as the net profit or the net profit 
from operations The latter term is preferred because a business some- 
times has incomes and expenses not directly connected with the usual 
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Gross Profit on Sales. 
Operating Expenses: 
Selling Expenses: 


$25,000 


Sales Salaries 

Advertising Expense 

Store Supplies Used 
Miscellaneous Selling Expense 

... $ 8,000 
1,600 
300 
100 

$10,000 

General Expenses: 

Office Salaries .... 

Office Supplies Used 

Insurance Expense 

Taxes . . . 

Miscellaneous General Expense 

$ 2,500 
400 
500 
800 
800 

5,000 

Total Operating Expenses 


15,000 

Net Profit from Operations 



$10,000 

operations. These incomes and expenses are reported after the net 
operating profit is obtained. The nature of these nonoperating incomes 
and expenses is discussed in later chapters. 

If the total operating expenses are greater than the gross profit on 
sales, the difference between the two amounts is reported as net loss 


from operations. 


HEADING OF THE 
PROFIT AND LOSS 
STATEMENT 


The name of the business and the period of 
time for which the profit and loss statement 
is made should be clearly stated. If the 
period covered is one year, the heading of the statement will indicate 
that sales, purchases, and other items are for a year. 

Like the balance sheet, the profit and loss statement has a three-line 
heading consisting of (1) the name of the business, (2) the name of the 
statement, and (3) the period covered by the statement. 


PERIOD COVERED BY 
THE PROFIT AND 
LOSS STATEMENT 


The length of time covered by the profit and 
loss statement is of extreme importance and 
significance. The items appearing in a profit 
and loss statement have no real meaning except when interpreted in 
connection with the period covered. Sales, purchases, cost of sales, 
and operating expenses represent continuing acts in the history of a 
business enterprise. Sales of $10,000, for instance, may have little 
importance until one knows that this amount represents sales for one 
month rather than for one year. One cannot judge the reasonableness 
of the rent expense of $1,200 without knowing the period of time to 
which it applies. 
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standard form A profit and loss statement for James Hiatt 
of the profit and f or jear enc jed on December 31 1949 
LOSS statement ^ containing the items discussed m the 

preceding paragraphs is shown below 

^ ji, 



Profit and Loss Statement for a Merc ant le Business 


In a service type of business there are no inventory and purchases 
of merchandise therefore the profit and loss statement has to report 
only the sales and the expense* If the business is small it is probable 
that the operating expenses will not be classified and that the profit 
and loss statement will be prepared in a form similar to that shown 
at the top of the following page 
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Profit and Loss Statement for a Service Easiness 


INTERPRETATION OF 
THE PROFIT AND 
LOSS STATEMENT 


The proprietor should watch carefully the 
ratio of each group of his expenses to his sales. 
If the ratio of his selling expenses to his sales 
shows an increase, it may be due to the fact that the sales volume is 
being obtained at an unsatisfactory cost. Most businesses can increase 
their sales if they are willing to incur sufficient expense. If an increase 
in the ratio of general expenses to sales is indicated, it may be because 
the rent expense is too large or the miscellaneous expense is too great. 
In any case the proprietor must watch these ratios carefully in order 
to make a satisfactory profit. 

For example, the gross profit on the sales of James Hiatt is 
25,000/100,000 or 25 per cent for the period covered by the statement 
on page 42. If this percentage of margin has declined from 30 per cent 
in the previous period to 25 per cent in this period, it may mean either 
that prices on commodities sold have dropped or that prices paid 
suppliers have advanced. Regardless of which is the cause, the con- 
dition is to the disadvantage of Hiatt, the proprietor. 

The percentage of salaries of sales clerks to sales is 8,000/100,000 
or 8 per cent; that of advertising expense to sales is 1,600/100,000 or 
1.6 per cent. 

The net profit is 10,000/100,000 or 10 per cent of sales. If this is an 
increase or a decrease as compared with the previous period, it is 
advisable for the proprietor to make a careful inquiry into all the 
factors. Most of these factors are shown on the two profit and loss 
statements, and a study of them should provide information for more 
intelligent operation in the future. 

By dividing the cost of goods sold by the average merchandise 
inventory, the merchandise turnover is obtained. The more times the 
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merchandise is turned over in a year the more efficient is the use of the 
inventory and the smaller is the amount of money that must be tied up 
in merchandise The merchandise turnover of James Hiatt is found as 
follows 

$12 000 beginning inventory 
18 000 ending inventory 

$30 000-2- $15 000 average inventory 

$75 000 cost of goods sold- $15 000 average inventory- 5 merchandise 
turnover 

The merchandise turnover of James Hiatt during the current year 
was 5 If the merchandise turnover for the preceding year had been 8, 
less successful merchandising m the present period would be indicated 
If the turnover m the preceding year had been only 3, the current 
period would indicate an improvement 

Comparisons similar to these should be made at the end of each 
fiscal period in order that the propnetor may determine whether his 
profit and loss statement indicates favorable or unfavorable tendencies 
Other comparisons that are useful will be discussed in subsequent 
chapters 

B N A\ E AMrF T <«jF?T N AMn Significant figures may be obtained by re- 
profit and loss lating data on the balance sheet and the profit 
statement data and loss statement Working capital turnover 
is obtained by dividing sales on the profit and loss statement by the 
difference between current assets and current liabilities on the balance 
sheet The statements of James Hiatt show his working capital turn- 
over to be 6 9 times [Sales $100,000- $14 500 (Current Assets $29,500- 
Current Liabilities $15 000) ] Just as merchandise turnover is an 
index of efficiency in merchandising, so is working capital tumo\er an 
index of efficiency in financing 

By dividing accounts receivable on the balance sheet by sales on 
the profit and loss statement the average age of receivables may be 
obtained For James Hiatt this is Accounts Receivable, $10,000 -Sales, 
$100 000, which is 1/ 10 of a year or 36 days If his terms of sale average 
a month, this ratio would indicate slowness in collection of amounts 
due 


RELATION OF THE 
PROFIT AND LOSS 
STATEMENT TO THE 
BALANCE SHEET 


The profit and loss statement of James Hiatt 
on page 42 covers the period of a year since 
January 1 1949 This profit and loss state- 
ment accompanies the balance sheet shown on pages 28 and 29 Both 
statements include the merchandise inventory as of December 31, 1949, 
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and the net profit from operations for the year. The balance sheet sub- 
tracts the withdrawals of the proprietor during the year from the net 
profit, leaving the net increase in proprietorship since the last balance 
sheet. The profit and loss statement expands the idea of proprietor- 
ship increase shown in the balance sheet by summarizing the busi- 
ness operations of the period that result in that increase. 

The profit and loss statement that accompanies a balance sheet 
measures the effect of the operations of the accounting period just 
preceding the date of the balance sheet. The balance sheet is cumula- 
tive; that is, it shows the financial position resulting from the activities 
summarized on all previous income statements. The profit and loss 
statement is limited to a particular accounting period; it is one of 
many such statements that, taken together, would give the result of 
the total volume of activities since the enterprise began. 


QUESTIONS 

1. (a) Explain why the amount of the gross profit is of interest to the pro- 
prietor. Illustrate your explanation, (b) If the profit and loss statement 
shows that the gross profit is decreasing, what are the probable causes? 
(c) In what ways may the proprietor remedy this condition? 

2. The balance sheet of G. W. Dowe as of June 30 showed his proprietor- 
ship to be $4,000. His balance sheet as of July 31 showed his proprietorship 
to be $4,500. His balance sheet as of August 31 shows his proprietorship 
to be $4,300. Suggest reasons for these changes in the proprietorship. 

3. If the purchases of The Reliable Food Company were $75,000 during 
the fiscal period, what was the cost of goods sold during the period: 

(a) If there was no merchandise on hand at either the beginning or the 
end of the period? 

(b) If the beginning inventory was $40,000 and there was no ending 
inventory? 

(c) If there was no beginning inventory and the ending inventory was 

$ 10 , 000 ? 

(d) If the beginning inventory was $30,000 and the inventory at the close 
of the period was $45,000? 

4. Which of the following expenses should be classified on the profit and 
loss statement as selling expenses? as general expenses? 

(a) Salaries of salesmen. 

(b) Salary of a bookkeeper. 

(c) Postage. 

(d) Cost of pampnlets mailed to customers. 
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(e) Traveling expenses of the proprietor on a tnp to another city to sell 
merchandise 

(f) Taxes on store equipment 

(g) Insurance on office furniture 

(h) Insurance on the store building 
( 1 ) Cost of heating the store 

(j) Rent 

5 (a) What is a fiscal period 7 (b) Is the tendency to make the fiscal 
period shorter or longer than a jear 7 (c) What reason do you see for this 
tendency 7 

6 (a) W hat information about time is given in the heading of the profit 
and loss statement that is not found in the heading of the balance sheet? 
(b) What effect would the omission of this information have on a state- 
ment that was referred to some jeara after its preparation 7 


7 The Knox Clothing Company profit and loss statements for each of the 
four quarters, of one >ear were 



First 

Per 

Second 

Per 

Th rd 

Per 

Fourth 

Per 


Quarter 

Cent 

Quarter 

Cent 

Quarter 

Cent 

Quarter 

Cent 

Sales 

$15 000 

100 

$ 0 000 

100 

$18 000 

100 

$°5 000 

100 

Co t of Goods Sold 

12 000 

80 

15 000 

7o 

13 9j0 

77} 

17 500 

70 

Gross Profit on Sales 

$ 3 000 

20 

$ 5 000 

2a 

$ 4 OoO 

2°} 

$ 7 500 

30 

Expenses 

2 400 

16 

3 800 

19 

3 150 

17} 

5 oOO 

22 

Net Profit from 

Operations 

$ 6 0 

4 

$ 1 200 

6 

$ 900 

5 

$ 2 000 

8 



— - 




— 


= 


(a) What do the Cost of Goods Sold figures represent 7 

(b) What items may be included in the expense figures shown above 7 

(c) What explanations can be made for 

(1) The variations in total expense 7 

(2) The variations in the rates of Gross Profit on Sales 7 

(3) The v anations m the rates of expense 7 

(4) The variations in the rates of Net Profit from Operations 7 

8 From the following data calculate (a) current ratio, (b) merchandise 
turnover (c) working capital turnover (d) average age of receivables, 
(e) profit per dollar of sale 

Cash $10 000 Sales $80 000 

Accounts Receivable 30 000 Cost of Sales 65 000 

Merchandise Inv Jan 1 60 000 Notes Payable 20 000 

Merchandise Inv Dec 31 50 000 Accounts Payable 10 000 

Operating Expenses 11 400 Mortgage Payable 25 000 

9 Distinguish between working capital and current ratio owner s equity 
and proprietorship merchandise turnover and working capital turnover 
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THE PROFIT AND LOSS STATEMENT 

PROBLEMS 

1. Following is an incomplete and incorrect profit and loss statement 
of V. T. Monroe for the year ended December 31, 1949: 


Sales $120,000 100 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1040 ... $ 16,000 

Purchases 88,000 

Merchandise Available for Sale $104,000 

Less Merchandise Inventory, December 31, 1949 32,000 


Cost of Goods Sold 72,000 60 


Gross Profit on Sales $ 48,000 40 

Operating Expenses 30,000 25 


Net Profit from Operations. . $ 18,000 15 


The merchandise inventory of December 31 was made up of 9,000 
items costing $1.50 each with a present market value of $2 each and 
14,000 items costing $1 each with a present market value of 75c each. 
Items recorded as operating expenses include: (a) cost of new store 
equipment purchased in December, $3,000; and (b) $7,000, difference in 
cost of land $10,000 and assessed value on tax bill $3,000. 

Inslruclions: (1) Prepare a corrected statement of profit and loss including 
new ratios to sales. (If you prepare your statement on paper with money 
columns containing perpendicular lines separating figures, you will not use 
dollar signs as used in the statement above. Dollar signs are not ordinarily 
used in any accounting report with such ruling.) 

(2) Comment briefly on corrections made in the profit and loss statement 
and on the new ratios. 

2. On January 1, 1949, Louis Grant began business with cash, $58,000, 
and merchandise, $22,000. 

On December 31, 1949, a skeleton balance sheet for Mr. Grant is as 
follows: 


Cash., $32,000 Accounts Payable $ 20,000 

Inventory 28,000 $ 60,000 Louis Grant, Capital 80,000 


Selling Equipment 38,000 

Deferred Charges 2,000 


$100,000 $100,000 


His accounting records show the following additional information for 
the year: 
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Advertising Expense 
Expired Insurance 
Fre ght In 

Misc General Expense 
Misc Selling Expense 
Office Salaries 
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$1 500 

Office Supplies Used 

$ 400 

600 

Purchases 

152 000 

4 000 

Rent Expense 

7 500 

400 

Sales 

200 000 

500 

Sales Salaries 

13 500 

3 600 

Store Supplies Used 

2 000 

classified 

profit and loss statement for the 


year 

(2) Compute the following (instructor may indicate which ratios are 
required of the student) 

(a.\ Current, ratio (f) Working capital turnover 

(b) Owner s equity (g) Earnings on capital (assume Mr 

(c) Creditors equity Grant s services are worth $1 000 

(d) Working capital a month) 

(e) Merchandise turnover 


3 The Ortman Variety Store has during the years 1947 50 inclusive 
experienced the following sales volumes cost of goods sold and operating 
expenses (in thousands of dollars) 



1947 

1948 

1949 

1950 

Sales 

$300 

$400 

$600 

$500 

Cost of Goods Sold 

195 

300 

480 

350 

Operating Expensed 

60 

60 

90 

100 


Instructions (1) Prepare skeleton profit and loss statements and compute 
percentage ratios to sales for each of the four years 

(2) Discuss very briefly the significance of the ratios obtained 


4 0 C Woodward is the owner of the Woodward Supply Co His capital 
on January 1 1949 was $35 000 The following asset and liability balances 
are as of December 31 the income and expense figures are for the year 


Accounts Payable 

$10 000 

Salaries 


Accounts Receivable 

5 000 

Office Salaries 

$ 4 000 

Cash 

10 000 

Sales Salaries 

12 000 

Freight In on Purchases 

5 000 

Sales 

100 000 

Insurance Expense 

600 

Store Equipment 

15 500 

Prepaid Insurance 

2 000 

Store Suppl es on Hand 

2 500 

Purchases 

75 000 

Store Supplies Used 

1000 

Rent Expense 

2 400 



The merchandise inventories were January 1 $5 000 

December 


31 $15 000 Withdrawals of $5 000 were made by Mr Woodward 
Instructions (1) Prepare a classified profit and loss statement for the year 

(2) Prepare a classified balance sheet for December 31 1949 

(3) Obtain the following ratios 

(a) Cost of goods sold gross profit on 
sales total operating expenses 
and net profit from operat ons as 
a percentage of sales 

(b) Working capital 

(c) Current ratio 


(d) Working capital turnover 

(e) Merchandise turnover 

(f) Average age of receivables 

(g) Owner s equity 

(h) Creditors equity 



CHAPTER IV 

ACCOUNTS AND THE TRIAL BALANCE 


RECORDING 

TRANSACTIONS 


The balance sheet equation presented i; 
Chapter I, Assets = Liabilities + Proprietor 


ship, may be expanded to take care of the profit and loss statemen 
items as follows: 


Assets = Liabilities -f- Proprietorship -f Income — Expenses 


Each item on the balance sheet and the profit and loss statement 
may be classified under one of the five headings shown in the expanded 
equation. 

The last two items in the equation provide information regarding 
the changes in proprietorship. As was stated in previous chapters, an 
excess of income over expenses increases proprietorship; an excess of 
expenses over income decreases proprietorship. The profit and loss 
statement is an elaboration of the increase or decrease in proprietorship 
due to the operations of a fiscal period. 

During any fiscal period the number of transactions completed by 
an ordinary business is large and results in many changes in assets, 
liabilities, proprietorship, income, and expenses. If an accurate balance 
sheet and profit and loss statement are to be prepared, it is necessary 
to record the results of all transactions producing changes in these 
items. It is the purpose of this chapter to discuss and illustrate the 
method that is used in recording the effect of individual transactions 
on assets, liabilities, proprietorship, income, and expenses. This 
method makes use of the account and gives the subject of accounting 
its name. 


THE ACCOUNTING In the life of a going business, time periods 

CYCLE are set up in which a standard accounting 

process takes place. The periodic repetition of this accounting process 
is sometimes referred to as the accoimting cycle. It consists of stand- 
ardized procedure in recording and analyzing transactions and their 
effect on accounting statements. 

It would be possible to change items on the two accounting state- 
ments as each transaction occurs, but that would be very time con- 
suming and inefficient. In this and the following two chapters devices 
are described that will provide the needed information more economi- 

49 
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call} The principal device is the one described in this ch uer, the 
account As the account is used for the recording of many transactions, 
it is necessarj to check the accuracy of this record by a summarizing 
device known as a trial balance 

In Chapter VI an additional record will be interposed between 
(a) transactions and (bj accounting statements This is a chronological 
record of transactions as they occur and is called a journal 


the nature OF The effect of each transaction might be 

the account show n by the preparation of a new balance 

sheet and a new profit and loss statement after the completion of the 
transaction Since hundreds of transactions are performed during each 
fiscal period, and in many businesses during each day, this plan would 
result in an unreasonable amount of detailed work Furthermore, new 


statements are not desired after each transaction since the manager 
does not have time to observe the effect of each of a great number of 
transactions Information showing him the effects of groups of similar 
transactions is sufficient for his purpose It is therefore more convenient 
and equally satisfactor} to maintain a separate record with each item 
on the balance sheet and on the profit and loss statement, and to show 
in this record the increases and the decreases m the item that occur 
during the period 

The form of record kept with each item on the balance sheet and 
the profit and loss statement is known as an account A group of 
accounts is known as a ledger The 
^ 600 amplest form of an account pro- 
4,000 vides for three things (1) the 
3 000 name of the account, (2) a space 
2> 200 for transa ctions increasing the 
600 amount (3) a space for trans- 
iofioo actions decreasing the amount 
Such an account for cash is shown 
at the left The account form used 
here is known as the “T” account because of its similarity to the 
letter T More complete forms of accounts will be illustrated later 
By listing the items that increase cash one below another in a 
column on one side of the account the total of cash receipts, $14 500, 
may be obtained In the same way by listing the cash payments in a 
column on the other side of the account, the total of cash payments, 
$10,900, may be obtained Finally, by subtracting the cash payments 
from the cash receipts ($14,500 -$10 900), the balance of cash, $3,600, 
may be obtained 
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An account similar to the cash account illustrated above is set up 
for each item appearing in the balance sheet. At the end of a period, 
the increases recorded in an account are added to the amount at the 
beginning of the period and the decreases are subtracted from this sum. 
The result is the amount to be shown on the balance sheet. In like 
manner, an account is kept with each item on the profit and loss state- 
ment so that the total of that account can be determined at the end of 
a fiscal period. 


CONSTRUCTION The relationship of the accounting state- 

OF accounts ments, the ledger, and the fundamental 

equation Assets = Liabilities -{-Proprietorship -j-Income -Expenses can 
be observed from the following illustration: 

Robert Moore invests $2,500 in a repair shop. On his balance sheet 
the transaction would appear as follows: 

Cash $2,500 Robert Moore, Capital $2,500 

The investment of Moore may also be shown in accounts in the 
following manner: 

Cash Robert Moo re, Capital 

$2,500 | $2,500 


The names of the two accounts are Cash and Robert Moore, 
Capital. The title of each account is written over the horizontal line 
above the figures and is descriptive of the data in the account. Each 
account consists of two sides: the left and the right. It is customary to 
enter assets and additions to assets on the left side of asset accounts, 
and proprietorship and additions to proprietorship on the right side 
of proprietorship accounts. 

The student will find it helpful to note the relation between accounts 
and the basic equation. Assets and additions to assets, which are on 
the left side of the equation, are entered on the left side of asset ac- 
counts. Proprietorship and additions to proprietorship, which are on 
the right side of the equation, are entered on the right side of pro- 
prietorship accounts. This method makes it possible to construct the 
equation from entries made in the accounts. 

Moore next purchases supplies for $500 in cash. This transaction 
decreases his asset Cash by $500 and increases his asset Supplies by 
$500. The ledger of Moore then appeal’s as shown at the top of the 
following page. 
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Cash 

”$2,500 ' $500 


Robert Moore, Capital 

$27500 


Supplies 

$500 


The amount $500 is entered on the left side of the account Supplies 
because this purchase represents an addition to the asset Supplies. 
The same amount is entered on the right side of the cash account 
because it is a subtraction from the asset Cash 

Moore wishes to purchase repair equipment from Jones & Co for 
$2,000, but reference to his cash account shows that such a transaction 
would exhaust his supplv of cash He therefore arranges with Jones & 
Co to paj one half in cash and the balance in thirty days As a result 
of this transaction a liability of $1,000 to a creditor is created Since 
liability accounts appear on the right side of the fundamental equation, 
this increase m the liability Accounts Payable is entered on the right 
side of the account This transaction then represents an addition of 
$2,000 in the asset Repair Equipment, a subtraction of $1,000 in the 
asset Cash, and an addition of $1,000 in the liability Accounts Payable 
Moore's ledger now is 

Cash Accounts Payable 

$2,500 $ 500 "$U0O 

1,000 


Repair Equipment 
”l 27 boo “ 


Robert Moore, Capital 

$2,500 


Supplies 

$500 

At this point the fundamental equation could be prepared easily 
from the abo\ e accounts 

Assets $3,500 = Liabilities $1,000 + Proprietorship $2,500 
Moore pays rent for the month amounting to $100. Since rent will 
ha\e become an expense by the time he prepares his profit and loss 
statement, this transaction results in a decrease m his asset Cash and 
an increase m his expense Rent Expense Increases in expenses are 
entered on the left side of the expense account, since expenses represent 



Ch. 4] 


ACCOUNTS AND THE TRIAL BALANCE 


53 


a decrease in proprietorship. After this transaction has been recorded, 
Moore's ledger appears as follows: 


Cash 


Accounts Payable 

$2,500 

$ 500 

$1,000 


1,000 

100 


Repair Equipment 

”$27000 

Robert Moore, Capital 

$2,500 

Supplies 

Rent Expense 

$500 

$100 

Moore receives $400 for repair jobs. 

This transaction increases his 

asset Cash by $400. The increase in the asset Cash is entered on the 
left side of the cash account. The transaction also results in an increase 
in income of $400. This income, which represents an increase in pro- 
prietorship, is entered on the right side of an account with the title 
“Sales.” 1 After this transaction has been recorded, Moore’s ledger 

appears as follows: 


Cash 

Accounts Payable 

$2,500 $ 500 

$1,000 

400 1,000 


100 

Robert Moore, Capital 


$2,500 

Repair Equipment 
$2,000 

Sales 

$400 

Supplies 

Rent Expense 

$500 

$100 


At this point the complete accounting equation would be as follows: 
Assets $3,S00 = Liabilities $1,000 -f Proprietorship $2,500 + Income $400 
— Expense $100 


‘The principal income account of most businesses is entitled “Sales.” Other titles 
may be used, however, when they are appropriate. For example, the principal income 
of a bank may be called “Interest"; of a professional man, “Professional Fees.’ 
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the theory of A separate account is constructed for each 

debit and credit 1 t em on the balance sheet and the profit and 

loss statement If additional information is to be shown on either 
statement additional accounts must be constructed to supply it The 
number of accounts to be opened in the ledger depends on the nature 
of the transactions and the extent of detail desired on the accounting 
statements 

Each account is divided into three parts a space for the name of 
the account and two separate sections below the name The left 
section of the account is called the debit side and the nght section is 
called the credit side When items are entered on the left side of the 
account they are called debits and the account is said to be debited 
When items are entered on the nght side of the account they are 
called credits and the account is said to be credited The difference 
between the total debits and the total credits of an account is called 
the balance of the account regardless of whether that difference is a 
debit or a credit 

In the store equipment account 
show n at the nght the four debits 
of $400 $600 $300 and $500 repre 
sent the cost of store equipment 
acquired and the one credit of $300 
represents the return of the third 
item The balance is $1 800 - $300 
or $1 500 

Amounts owed to a creditor are entered on the nght or credit side 
of the accounts payable account When a payment is made to a 
creditor the amount paid is entered 

on the left side of the accounts Accounts Payable 

payable account as a debit because $700 $700 

the balance owed is decreased In J 900 

the accounts payable account ) 

shown at the nght the credit items 

of $700 and $900 represent amounts due for purchases on account and 
the debit item of $700 represents the amount paid for the first purchase 

The original investment of the propnetor is entered on the right 
or credit side of his capital account Increases in propnetorship are 
entered on the credit side decreases on the debit side 

The theory of debit and credit in its application to balance sheet 
accounts is illustrated by the diagram at the top of the following page 


Store Equipment 
$400 
600 
300 
500 
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Any Asset Account 
Debit Credit 


Increases 


Decreases 


Any Liability Account 
Debit Credit 


Decreases 


Increases 


Any Proprietorship Account 
Debit Credit 


Decreases 


Increases 


A business transaction affects not less than two accounts. If only 
two accounts are affected, one must be debited and the other must be 
credited for a like amount. This equality of debit and credit is inherent 
in the equation presented in Chapter I (Assets = Liabilities + Pro- 
prietorship) and is the basis of what is known as the double-entry system 
of recording. In the double-entry system the sum of the debit entries 
in the ledger equals the sum of the credit entries. 

If a transaction affects two asset accounts, it must represent an 
increase in one asset and a decrease- in the other. The receipt of cash 
in payment of a customer’s account represents an increase in the asset 
Cash and a decrease in the asset Account Receivable. If a transaction 
affects one asset and one liability account, both accounts must be 
increased or decreased in like amount. 

The theory of debit and credit in its application to profit and loss 
statement accounts is based on the relationship of these accounts to 
proprietorship. The items in the profit and loss statement give the 
details that result in a net increase or decrease in proprietorship. Profit 
and loss statement accounts are therefore a type of proprietorship 
account. They are sometimes called temporary proprietorship accounts, 
since they are set up only to last through the fiscal or accounting period. 

There are two types of profit and loss statement accounts: those 
that increase proprietorship and those that decrease proprietorship. 
The chief increasing account is sales or income from services. From the 
sales price, as has been said before, all costs and expenses must be 
subtracted. Cost and expense accounts are therefore those that de- 
crease proprietorship. This is illustrated by the expanded accounting 
equation, together with the debit and credit schedule. 

Cost 

and 

Assets = Liabilities -f Proprietorship -f Income - Expense 
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The schedule given at the bottom of the preceding page relates 
the debit and credit theory to the expanded accounting equation 
It provides for all the groups of items in the balance sheet and the 
profit and loss statement and indicates the debit and credit treatment 
of each group Every item that may appear on either statement may 
be classified under one of the above groups, and its relation to debit 
and credit may be determined thereby 

The positive side of an account is determined by the position of its 
classifying parent in the accounting equation The negative side is 
always the opposite of the positive side Thus Cash, an asset account, 
has additions on the debit side and subtractions on the credit side, 
whereas Notes Payable, a liability account has additions on the credit 
side and subtractions on the debit side Income and expense accounts 
commonly have entries on only one side Thus Sales, an income 
account commonly has additions only on the credit side; and Sales 
Salaries an expense account commonly has additions only on the 
debit side 

The account serves as a mathematical device for showing increases 
and decreases in values When items are to be added, they are placed 
on the same side of an account, when items are to be subtracted from 
an item or items previously entered in the account, they are placed on 
the opposite side When the balance of an account is to be obtained 
the two columns of figures are added and the smaller sum is deducted 
from the larger Obviously, the sum of the amounts entered on the 
left side of an asset account should not be less than the amounts on the 
nght Similarly, the sum of the amounts entered on the left side of a 
liability account should not exceed the sum of the amounts on the 
nght 


ARRANGEMENT OF 
ACCOUNTS IN 
\Wl. ttCGfK 


It is customary to arrange accounts m the 
ledger in. the. same, order in. which, they are 
listed on the accounting statements Current 


asset accounts precede fixed asset accounts, all asset accounts come 
before liability accounts, propnetorship accounts are last in order If 
a loose leaf ledger is used, any new account needed as the result of any 
transaction can be readily inserted into its correct place When ac- 
counts are to be opened for a senes of transactions, it is advisable to 
plan the order of the accounts to conform to the transactions to be 


recorded An estimate of the transactions that will probably be per- 
formed can be made from a study of the transactions of a previous 
penod or of a similar business 



Ch. 4] 


ACCOUNTS AND THE TRIAL BALANCE 


57 


DESCRIPTION OF A 
SERVICE BUSINESS 


Since the number of accounts necessary for a 
service type business is less than the number 
needed for a merchandising type business, attention will be given first 
to accounting for the transactions of a service type business. 

In any given business community, the number of service type 
businesses will compare favorably with the number of merchandising 
businesses. It is only necessary to consider the frequency of repair 
shops, real estate and insurance agencies, theaters, and transportation 
agencies in any area to appreciate the large number and variety of 
service businesses. 


illustrative CASE Donald Calvin, C.P.A., who prepared the 

financial statements shown in the two pre- 
vious chapters for James Hiatt, opened a public accounting office in a 
suburban shopping center in October, 1949. While he was engaged in 
professional practice, his activities, like those of lawyers, doctors, and 
dentists, had their business aspects. If a professional man is to succeed 
in his profession, his income from fees must exceed his operating 
expenses sufficiently to leave him a net profit, comparable with the 
salary he might be paid as a professional employee. 


illustration of a j n or der to show the application of the theory 
AN ° debit aR d credit to items appearing on 
statements, the transactions for Donald Cal- 
vin, C.P.A., for the month of October are given on the following pages. 
In connection with each transaction, the accounts affected are related 
to one or more of the classifying groups in the expanded equation 
given on page 55. Each entiy in each account is given the transaction 
letter to facilitate comparison of the entries. 

(a) Donald Calvin, C.P.A., in opening a public accounting practice, 
invested $2,800 cash, an office desk and chair with a cost of $200, and 
a library costing $1,000. 


Asset Proprietorship 


+ 

1 

— 

1 + 


Cash 

Donald Calvin, Capital 

(a) 

$2,800 , 

Office Equipment 


( a ) $4,000 

(a) 

$200 




Library 




( a ) $1,000 | 
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The assets Cash, Office Equipment, and Library were increased, 
Cash by $2,800, Office Equipment by $200, and Library by $1,000, 
therefore the three accounts were debited The proprietorship was 
increased by $4,000, the sum of the three debits, Donald Calvin, 
Capital was therefore credited for $4 000 

(b) Paid rent of office for month $150 


Asset Expense 



(a) $2 800 (b) $150 (b) $150 


The payment of rent increased expense (decreased proprietorship) 
and therefore was entered as a debit of $150 in the account Rent 
Expense The payment also decreased Cash and was therefore entered 
as a credit of $150 m the account Cash 

(c) Purchased on account from Davis Equipment Co desks, chairs, 
tables and other office equipment for $1 000 

Asset Liability 

+ i - | + 

Office Equipment Accounts Payable 

(a) $ 200 I I (c) $1000 

(c) 1 000 1 

As a result of this transaction the asset account Office Equipment 
was increased and was debited for $1 000 The liability account 
Accounts Payable was increased and was credited for $1,000 

(d) Purchased an automobile for business use from Given Sales Co , 
$1,800 making a $600 cash payment and agreeing to pay the balance 
in 12 monthly payments of $100 each 
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This transaction increased the asset account Automobile, and that 
account was therefore debited for $1,800. The asset account Cash 
was decreased and was credited for $600. The liability account Ac- 
counts Payable was increased by the difference between the total cost 
of the auto, $1,800, and the cash payment, $600, and was credited for 
$1,200. The record of the transaction was expressed as follows: “Debit 
Automobile, $1,800; credit Cash, $600, and credit Accounts Payable, 
$1,200.” 

(e) Paid Davis Equipment Co. $500 cash. 


Asset Liability 


+ I 

Cash 


Accounts Payable 

1 

1 

(a) $2,800 (b) 

$150 

(e) $500 (c) 

$1,000 

! (d) 

600 

(d) 

1,200 

' (e) 

500 




This transaction reduced the liability account Accounts Payable, 
and that account was therefore debited for $500. The payment also 
reduced the cash account, and the asset account Cash was therefore 
credited for $500. 

(f) Purchased office supplies for cash, $200. 


Asset 


+ 1 

Cash 


(a) $2,800 

(b) 

$150 


(d) 

600 


(e) 

500 


(f) 

200 

Office Supplies 



(f) $200 


Transaction (f) represented the 
exchange of one asset, Cash, for 
another asset, Office Supplies. The 
office supplies account was debited 
for $200 to record the increase and 
Cash was credited for $200 to 
record the decrease. 


(g) Received $150 cash, professional fees for services rendered a 
client. 


Asset 


Income 


+ 

Cash 

— 

Professional Fees 

(a) 

$2,800 | (b) 

$150 

1 (g) §150 

(g) 

150 1 (d) 

600 



| (e) 

500 



! (f) 

200 
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The cash account was debited because the asset was increased 
credited because this income account, which 
was increased 

for year, $120. 


Professional Fees was 
represented proprietorship, 

(h) Paid insurance premiums 


Asset 


+ 

i 

- 


Cash 


(a) 

$2 800 (b) 

$150 

(b) 

150 (d) 

600 


(e) 

500 


(f) 

200 


(h) 

120 


Prepaid Insurance 


00 

$120 


(0 Paid biweekly salaries $35 


Asset 


+ 

| 



Cash 


(a) 

$2 800 (b) 

$150 

(0 

150 (d) 

600 


(e) 

500 


(0 

200 


(h) 

120 


d) 

350 


In this transaction the asset 
Prepaid Insurance was increased 
and the asset Cash was decreased 
by $120 Prepaid Insurance was 
therefore debited and Cash was 
credited 


Expense 


Salaries E xpense 
< 0 ~ $350 ~ , 


This transaction represented a cash payment for biweekly salaries 
The expense account was debited, the cash account was credited 

0) Received a $200 fee for professional services (See trans- 
action (g) ) 

(k) Purchased books for library, $100 (See transaction (h) , debit 
the asset account Library ) 

(l) Received a $100 fee for professional services (See trans- 
action (g) ) 

(m) Received a $150 fee for professional services. (See trans- 
action (g) ) 

(n) Paid telephone bill, $30 (See transaction (b); debit Miscel- 
laneous Expense ) 

(o) Paid miscellaneous bills, $150 (See transaction (b), debit 
Miscellaneous Expense ) 
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(p) Paid biweekly salaries, $350. (See transaction (i).) 

(q) Received a $300 fee for professional sendees. (See trans 
action (g).) 

(r) Withdrew $300 in cash for personal use. 


Asset 



Cash 


(a) 

$2,800 

(b) 

$150 

(g) 

150 

(d) 

600 

(j) 

200 

(e) 

500 

(1) 

100 

(f) 

200 

(m) 

150 

(h) 

120 

(Q) 

300 

(i) 

350 



(k) 

100 



(n) 

30 



(o) 

150 



(P) 

350 



(r) 

300 


Proprietorship 

+ 

Donald Calvin, P ersonal 
(r) $300 


In this case the withdrawal by the proprietor was not designed to 
decrease his capital investment of $4,000, but was meant to be a sub- 
traction from profits being earned. It was likely that this amount had 
already been earned, but the accounting report of the amount of 
earnings would not be made until the end of the month. The with- 
drawal was therefore set up in a separate proprietorship account, 
Donald Calvin, Personal, which was debited; Cash was, of course, 
credited. 

(s) Paid automobile expenses for month, $90. (See transaction 
(b) ; debit Automobile Expense.) 

(t) Sent bills to clients for sendees rendered in October, $800. 


Asset Income 


+ 

— 

+ 

Accounts Receivable 

Professional Fees 


(t) $800 

(g) 

$150 

1 

> 0) 

200 

( 

0) 

100 


( m ) 

150 


(q) 

300 


j (t) 

800 
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This transaction represented charges to clients for work done up to 
the end of the month and should be reflected by a debit to Accounts 
Receivable, as this asset was increased, and by a credit to Professional 
Fees, as this income account was increased. 

In the following illustration, transactions (a) to (t) are shown 
entered in accounts identified with major account classifications. Each 
transaction should be traced to its proper account, and its relation 
to the expanded accounting equation should be determined. 

* ■*&/: h 8 

Assets - Liabilities 4- Pbdprietohbhip + Income — Expenses 


Cask Accounts Patasle 


(») *■> 800 (b) 

Cg) loO (d) 

<J) 200 (e) 

0) 100 if) 

Cm) ISO (h) 

(q) 300 (i) 

(k) 

(n) 

(o) 
(P) 
tr) 


SI 'jO r») toOO (c) St 000 
600 (d) I 200 


120 

350 

100 

30 

loO 

3iO 

300 


Salaries Patable 


Accounts 
Receivable 
(t) $800 


Automobile 
d) SI 800 1 


OmcE Equipment 


D Calvin Capital Professional Fees Salaries Expense 


(a) 14 000 (g> 1150 (i) 5350 

Cl) 200 (p) 3»0 

0) 100 
Cm) 150 
<q) 300 

D Calvin Personal 


r) $300 


Rent Expense 
< b) *150 1 


J 55'5£,< 5 , 


Automobile 

Expense 


M 


$80 | 


OmcE Supplies 


Expired 

Insurance 


Library 


a) $1000 
(k> 100 


Miso. Expense 
M *30l 
Co) 150 


Optice Supplies 

CO *200. 


-i -iK'is 
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THE TRIAL balance Since the debit resulting from each trans- 
action is equal to the credit resulting from 
that transaction, the total of the debits in all the accounts should equal 
the total of the credits in all the accounts. A test of the equality of the 
debits and the credits is made at intervals, usually at the end of each 
month. Such a lost is known as a trial balance. 

The trial balance serves to summarize the information shown in 
detail in the ledger. This summary is always prepared at the end of a 
fiscal period and provides most of the information needed to prepare 
the balance sheet and the profit and loss statement. 

A trial balance may be taken by listing the total of the debits and 
the total of the credits of each account, adding these totals of the 
accounts, and then comparing the sum of the debit totals with the 
sum of the credit totals. A preferable method, however, is to use the 
difference between the total of the debits and the total of the credits 
of each account; that is, to obtain the debit or the credit balance of 
the account and then to list the debit and the credit balances of all 
the accounts on the trial balance. If the sum of the debit balances 
equals the sum of the credit balances, it is evident that the debits and 
the credits in the ledger are equal. A trial balance of the ledger of 
Donald Calvin, prepared according to the latter method, is illustrated 
below: 
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proof provided by The trial balance does not give a complete 
THE trial balance p r00 f 0 f the bookkeeper’s work It shows 
only that the debits and the credits are equal This is valuable in 
formation, however, since errors frequently affect the equality of the 
debits and the credits, and are indicated by a tnal balance that is out 
of balance The trial balance does not, of course, prove that the proper 
account has been debited or credited or that the debits and the credits 
are for the proper amounts It is therefore important that the accuracy 
of the figures be determined before they are entered m the bookkeeping 
record and that care be taken to record the entries in the proper 
accounts 


QUESTIONS 


1 Which of the following accounts are most likely to have debit balances 
Cash, Capital, Accounts Receivable, Rent Expense, Accounts Payable, 
Equipment 5 * 7 Give reasons for your answer 

2 Frank Warren, a retail grocer, asserts that he can very easily prepare 
a statement of his assets and his liabilities at anj time, and that he does 
not believe it is necessary for him to record his transactions in accounts 
Do you think he is correct 7 Why 7 


3 I M Dumm prefers to enter assets and additions to assets on the right 
side of his accounts, and capital and capital additions on the left side 
(a) Is it possible to follow this plan 7 (b) Do you recommend that he do so 7 


4 The following accounts contain the record of the investment made by 
Jack Holley on October 1 and of five other transactions List the trans- 
actions and relate each to the expanded accounting equation 



Cash 

Accounts Payable 

Service Income 

Cal 

(e) 

$2 000 1 (c) $1 000 

1 200 (d) 800 

1 (f) 500 

( p \ $l ooo 1. ( m $ 1*100 

(f) 500 

| $1,200 


Equipment 

Jack Holley, Capital 

Operating Expenses 


$1,500 1 

1 (a) $2,000 

(d) $800 1 


5 During October cash amounting to $4,500 was received by Luxury 
Laundry During the same month $5,000 in cash was paid (a) How were 

these facts shown in the cash account 7 (b) Does it follow that October 

produced an operating loss of $500 7 
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6. A bookkeeper takes a trial balance showing that the total debits in the 
ledger accounts are equal to the total credits. If a trial balance showing 
the balance of each account were taken from this ledger on the same date, 
would the trial balance totals be equal? Why? 

7. At the end of the year (before he prepares his income tax statement), 
James Tracy has an accountant examine his books to determine whether 
they are correct. The auditor finds six mistakes. Tracy had taken a trial 
balance each month, but this procedure had not disclosed the errors. He 
therefore considers dispensing with the trial balance in the future, (a) Do 
you consider this advisable? (b) Suggest the types of errors that Tracy 
might have made and that would not have been shown by his trial balance. 


PROBLEMS 

1. Robert Bishop is a tax attorney. The accounts in his ledger are: Cash; 
Accounts Receivable; Office Equipment; Library; Notes Payable; Ac- 
counts Payable; Robert Bishop, Capital; Robert Bishop, Personal; Pro- 
fessional Fees; Operating Expenses. 

On January 1 of the current year Mr. Bishop’s assets, liabilities, and 
proprietorship were as follows: 

Cash $1,000 Library $ 8,000 

Accounts Receivable 4,000 Notes Payable 3,000 

Office Equipment 2,000 Robert Bishop, Capital .. . 12,000 

Instructions: (1) Open "T” accounts for all of Mr. Bishop’s accounts. 
(2) Record the beginning balances in the appropriate accounts. Identify 
the balances in these accounts by “Bal.” 

During the month of January the following transactions were com- 
pleted: 

(a) Invested an additional $5,000 in cash. 

(b) Purchased on account law books and tax services amounting to $450. 

(c) Received $3,500 cash from a debtor on account. 

(d) Paid the bank $2,500 to apply on the note payable. _ 

(e) Paid the amount due on the law books and tax services, $450. 

(f) Billed a client for $2,000 and charged the accounts receivable account. 

(g) Collected $4,500 from other clients for legal work completed during 
the month. 

(h) Paid in cash operating expenses of $4,000. 

(i) Withdrew $1,500 for personal use. 

Instructions: (3) Record the transactions in the “T” accounts. Identify 
each debit and each credit by the letter given for that transaction in the list 
of transactions. 

(4) Take a trial balance as of January 31 of the current year. 
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2 On March 1 of the current year Ralph Blum opened a restaurant. He 
used the following accounts m his ledger Cash, Equipment, Restaurant 
Supplies, Notes Payable, Accounts Payable, Ralph Blum, Capital, Ralph 
Blum, Personal, Sales, Food Purchases, Salaries, Rent Expense 

During the month of March the following transactions were completed 

(a) Invested the following assets Cash, $1,500, Equipment, $4 850, 
Restaurant Supplies $275 The following liabilities were also assumed 
Notes Paj able $4 000, Accounts Payable, $150 Mr Blum’s capital 
was $2 475 

(b) Purchased on account additional restaurant equipment, $500 

(c) Purchased on account restaurant supplies, $176 

(d) Sales for March were $4 000 cash 

(e) A summarj of the cash payments showed Food Purchases, $2,005, 
Salanes $960 Notes Pa> able $1 000 Accounts Payable, $400 Total 
cash paid out was $4 365 

(f) Rent in the amount of 10% of gro*s sales of $4,000 is payable to the 
landlord (Debit Rent Expense and credit Accounts Payable ) 

(g) Withdrew $750 for personal use 

Instruction « (1) Record the foregoing transactions in “T ’ accounts 
Identify each debit and each credit by the letter giv en for that transaction 
2) Prepare a trial balance as of March 31 of the current year 

3 B D Nash plans to operate the Bonded Messenger Service The 
accounts in his ledger are Cash Deliven Equipment, Prepaid Insurance, 
Supplies Notes Pa>able Accounts Payable B D Nash, Capital, B D. 
Nash Personal, Messenger Income Drivers Commissions, Dispatchers' 
Salanes Rent Expense, Gas Oil and Repairs, Ltilities 

Following are the transactions for Apnl of the current jear, the first 
month of operations 

(al In\ ested $1 000 cash 

(b) Paid cash for April rent $150 

(c) Purchased deliv ery equipment for $5 000 giving $500 cash and a note 
pajable for the balance 

(d) Cash receipts for the first week are $1 000 

(e) Paid drivers commissions of one half of week’s receipts, $500 

(f) Purchased supplies on account, $3o0 

(g) Cash receipts for the second week are $1,200 

(h) Paid drivers commissions of one half of week s receipts, $600 

(1) Purchased insurance for cash, $900 (Debit Prepaid Insurance.) 

0) Paid $500 cash on delivery equipment note 

(k) Cash receipts for third and fourth weeks are $2,400 
G) Paid drivers’ commissions of one half of receipts, $1,200 

(m) Paid cash for gas, oil, and repairs, $200 

(n) Paid cash for dispatchers’ salanes, $450 

(o) Withdrew $400 for personal use 

(p) Paid cash for utilities, $100 

Instructions (1) Record the foregoing transactions in “T" accounts 
Identify each debit and each credit bj the letter given for that transaction 

(2) Prepare a tnal balance as of Apnl 30 of the current year 
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THE WORK SHEET AND THE ACCOUNTING STATEMENTS 


trial balance and The balance sheet and the profit and loss 

STATEMENTS 2 statement have already been presented as the 

finished products of accounting. The trial 
balance, explained in the previous chapter, provides most of the 
information needed for the preparation of these statements. The items 
in the trial balance are arranged in such an order that the balance 
sheet items come first and the profit and loss statement items come 
last. For example, in the trial balance of Donald Calvin on page 63, 
all accounts from Cash to Donald Calvin, Personal are balance sheet 
accounts; all accounts from Professional Fees to Miscellaneous Expense 
are profit and loss statement accounts. 


Balance Sheet Accounts Profit and Loss Statement Accounts 


Cash 

Accounts Receivable 
Automobile 
Office Equipment 
Library 
Office Supplies 
Prepaid Insurance 
Accounts Payable 
Donald Calvin, Capital 
Donald Calvin, Personal 


Professional Fees 
Salaries Expense 
Rent Expense 
Automobile Expense 
Miscellaneous Expense 


Trial Balance Accounts of Donald Calvin 


If the amounts in the trial balance were the correct amounts for 
the statements, it would be a simple matter to arrange the first group 
of items in the proper form for the balance sheet and the second group 
in the proper form for the profit and loss statement. The amounts 
would be correct for this purpose if all transactions recorded in the 
accounts coincided exactly with the accounting period. For example, 
if the exact amount of office supplies purchased were used and if 
insurance and rent applied only to the period covered by the profit and 
loss statement, no changes in trial balance amounts for these items 
would be needed when statements are prepared. It is obviously im- 
possible to arrange transactions to avoid carry-overs between account- 
ing periods. It is therefore necessary for accounting to provide a means 
of meeting this business condition. This chapter deals with the ac- 
counting procedure that provides correct amounts for the balance 
sheet and the profit and loss statement. 
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ILLUSTRATECUN The nature of adjustments can best be illus- 

trated in accounts. Accounts with Office 
Supplies and Office Supplies Used are shown 
below. During the month, office supplies were purchased for $200 
and the office supplies account was therefore debited for that amount. 
At the end of the month it was found that the inventory of office 
supplies was $150. It was therefore evident that office supplies worth 
$50 had been used. The expense of the office supplies used was recorded 
in the office supplies used account by a debit of $50. The decrease of 
the asset, Office Supplies, was recorded by a credit of $50. The two 
accounts after this adjusting entry had been recorded are: 


Office 

Supplies 

Office Supplies Used 

$200 

Adjustment $50 

Adjustment $50 

1 



The office supplies account now shows a balance of $150, which is 
the asset; the office supplies used account shows a balance of $50, 
which is the expense. 

Prepaid Insurance is another mixed account that requires adjust- 
ment at the end of a fiscal period. A debit balance in this account 
represents in part an expense of the current period and in part a 
deferred charge applicable to future periods. The expense of the 
current period should be transferred to an expense account, Insurance 
Expense. 

If a payment of $120 was made for one year’s insurance, the 
monthly charge was $10. The insurance expense account should there- 
fore be debited for $10 to show an increase in that expense and the 
prepaid insurance account should be credited to show a decrease in 
that asset. The two accounts after this adjusting entry was recorded 
are shown below: 


Prepaid Insurance 


$120 


Adjustment 


$10 


Insuranc e Expense 

Adjustment $10 


The prepaid insurance account now shows a balance of $110, which 
is an asset; the insurance expense account shows a balance of $10, 
which is an expense. 

At the end of a fiscal period not only must mixed accounts be 
adjusted, but also certain other accounts must be brought up to date. 
For example, during the month Donald Calvin paid salaries biweekly. 
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mixed accounts and An account with a balance that is partly a 
business operations b a i ance sheet amount and partly a profit and 
loss statement amount is called a mixed account For example, the 
trial balance amount for Office Supplies shows the total of all supplies 
purchased during the penod plus those on hand at the beginning of 
the penod By taking an inventory, or count, of office supplies at the 
end of a fiscal penod, it is possible to find out how much has been used. 
The tnal balance figure is called a mixed account since it include* the 
office supplies used plus those on hand The account is mixed, there- 
fore because it includes the supplies on hand, a balance sheet item, 
and the supplies used, a profit and loss statement item 

The adjustment of mixed accounts consists in determining the 
correct balance sheet and profit and loss statement amounts for any 
tnal balance item that is mixed Usually adjustments are made neces- 
sary because of business operations that are not recorded currently 
Office supplies purchased from outside suppliers are recorded currently 
and appear in the trial balance, but the amount used day by day is not 
recorded and requires an adjustment at the end of the accounting 
period 

In other cases, an account that is wholly an asset at the time it is 
acquired may become an expense with the passing of time A payment 
for insurance is an asset, Prepaid Insurance, at the time of payment, 
but it will expire month by month and will ultimately become an 
expense At the end of any month during the life of the insurance, a 
part of the account balance is an expense and the rest is an asset. 

Whether an account is a mixed account during the accounting 
penod need not be considered if it is known that it will become wholly 
an expense before the end of the penod For example, a payment for 
one month’s rent is wholly an asset if the rent is paid on the first of 
the month, but it will become wholly an expense by the end of the 
month It is therefore debited to Rent Expense an expense account 
If, however, the rent payment covers more than one month, it is 
like prepaid insurance above and is debited to the asset account 
Prepaid Rent 

It is necessary to establish a practice for the recording of trans- 
actions affecting mixed accounts A purchase of office supplies might 
be debited to the asset account Office Supplies or to the expense account 
Office Supplies Used A purchase of insurance might be debited to the 
asset account Prepaid Insurance or to the expense account Expired 
Insurance In this chapter and those that immediately follow, such 
transactions will be debited to asset accounts 
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The work sheet of Donald Calvin is illustrated on page 72. Note 
that the heading of this work sheet shows the period covered. This 
information will later be needed for the profit and loss statement, 
which will be prepared from the work sheet. The work sheet illus- 
trated has ten money columns and is therefore known as a ten-column 
work sheet. The money columns are arranged in five pairs of columns 
headed as follows: 

1. Trial Balance. 

2. Adjustments. 

3. Adjusted Trial Balance. 

4. Profit and Loss Statement. 

5. Balance Sheet. 

As the first step in the preparation of the work sheet, the trial 
balance is entered in the columns at the left. The first two money 
columns, headed “Trial Balance," are then totaled to prove that the 
debits are equal to the credits. 

Next the adjustments required at the end of the period are recorded 
in the Adjustments columns. These adjustments are as follows: 

(a) The value of the inventory of office supplies is $150. The office 
supplies used therefore were worth $50, the difference between the 
balance of the office supplies account, $200, and the value of the 
inventory, $150. An adjusting entry is made crediting the asset account 
Office Supplies for $50 and debiting the expense account Office Supplies 
Used for the same amount. The credit is recorded in the Adjust- 
ments Cr. column on the line with the office supplies account. Since 
the account Office Supplies Used does not appear on the trial balance, 
it is written in the Name of Account column on the first line below the 
trial balance totals, and the debit is recorded in the Adjustments Dr. 
column. 

(b) As 1/12 of the prepaid insurance of $120 has expired, the value 
of the asset Prepaid Insurance has decreased by $10 and insurance 
expense of $10 has been incurred. The adjusting entry shown on the 
work sheet therefore credits Prepaid Insurance for $10 in the Adjust- 
ments Cr. column and debits Insurance Expense for a like amount in 
the Adjustments Dr. column. Since the account title Insurance Ex- 
pense does not appear on the trial balance, it is written in the Name of 
Account column on the first available line. 

(c) Salaries owed at the end of the month amount to $100. The 
salaries expense account is therefore increased by a debit of $100 in the 
Adjustments Dr. column and the salaries payable account is credited 
for $100 in the Adjustments Cr. column. Since the account title 
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These salanes were charged to the salaries expense account At the 
end of the month he owed his employees for the salanes that they had 
earned since the last payday It was therefore necessary to make an 
adjustment debiting the expense account Salanes Expense for the 
salanes that had been earned by the employees but not paid to them 
and crediting the liability account Salanes Payable for the salanes 
that were owed After this adjustment was made, the salanes expense 
and salanes payable accounts appeared as follows: 

Salaries Expense Salaries Payable 

$350 Adjustment $100 

350 

Adjustment 100 


The first two debits m the salanes expense account were the bi- 
weekly payments of $350 each By reference to the payroll, it was found 
that the salanes earned between the last payday and the end of the 
month amounted to $100 The salanes expense account was therefore 
debited for $100 and the salanes payable account was credited for the 
same amount After this adjustment the salanes expense account 
showed a debit balance of $800, the actual expense for the month to be 
reported on the profit and loss statement, and the salanes payable 
account showed a credit balance of $100, the amount to be reported 
on the balance sheet as a liability 

Business operations, as distinct from business transactions, are 
continually affecting items recorded in ledger accounts Supplies are 
used insurance expires, wages and salanes accrue All these effects of 
operations on account balances are recognized at the time the account- 
ing statements are prepared This procedure avoids the necessity of 
recording currently the internal transactions that affect account bal- 
ances Adjustment procedure is a logical labor-saving device that 
records m one amount all the internal transactions of an entire penod 

the donald CALVIN The adjustments discussed on the preceding 
pages of this chapter provide the account 
balances that are needed for the profit and loss statement and the 
balance sheet But before the adjustments are actually recorded in 
the accounts themselves, it is usually customary to prepare a form 
known as a work sheet The use of the work sheet helps to avoid the 
possibility of an adjustment being overlooked It also provides a 
proof of the accuracy of the work and arranges all data in a logical 
form for the preparation of the statements 
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Salaries Payable does not appear on the trial balance, it is written in 
the Name of Account column on the first blank line. 

Corresponding entries in the Adjustments columns are designated 
by the same letter for the convenience of those using the work sheet. 
The need for such designating letters will be more apparent in later 
work sheets having many adjustments. £ *3 

In order to prove the accuracy of the amounts entered in the Adjust- 
ments columns, these columns should be totaled. When this is done, 
the totals are found to be $160. If the two columns are not in balance, 
the entries should be checked until the error is discovered and corrected. 


The Trial Balance columns and the Adjustments columns now 
contain all the information required to prepare the profit and loss 
statement and the balance sheet. To facilitate transfer of this informa- 
tion to the proper profit and loss statement and balance sheet col umn s, 
it has been found helpful to combine the first four columns into a new 
pair of columns headed “Adjusted Trial Balance.” 

Each item appearing in the Name of Account column is carried 
over into the Adjusted Trial Balance columns. Cash is carried over 
to the Adjusted Trial Balance Dr. column without change, because 
this amount has not been adjusted. The other current and fixed asset 
accounts — Accounts Receivable, Automobile, Office Equipment, and 
Library — are treated likewise. In the case of Office Supplies and Pre- 
paid Insurance, the credit amounts in the Adjustments Cr. column 
are subtracted from the debit amounts in the Trial Balance Dr. 
column, and the net figures, $150 and $110, are carried over into the 
Adjusted Trial Balance Dr. column. 

This procedure is followed until the Adjusted Trial Balance columns 
contain every item in the original trial balance and all the adjustments. 
The Adjusted Trial Balance columns are then totaled and ruled as 
shown in the illustration to prove that, after the adjustments have 
been made, the debits are still equal to the credits. 

The amounts in the Adjusted Trial Balance columns are then 
transferred to the proper columns under “Profit and Loss Statement” 
and “Balance Sheet.” The asset items are transferred to the Balance 
Sheet Dr. column; the liability and capital items, to the Balance 
Sheet Cr. column. The balance of the proprietor’s personal account 


represents a deduction from proprietorship and is therefore extended 
into the Balance Sheet Dr. column. 

All the other items on the original trial balance represent incorrri^ 
and expenses and are therefore extended into the Profit and Lost/ 
Statement columns. Since the nf nwif«cinnai w t 
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represents income, it is entered in the Profit and Loss Statement Cr. 
column The amounts of Salaries Expense, Rent Expense, Automobile 
Expense, and Miscellaneous Expense represent expenses and are there- 
fore extended into the Profit and Loss Statement Dr column. 

The first two items entered on the work sheet below the original 
trial balance are expense items and are therefore extended into the 
Profit and Loss Statement Dr column The last item, Salaries Pay- 
able, is a liability and is extended into the Balance Sheet Cr. column 
After all the amounts have been extended into the Profit and Loss 
Statement columns and the Balance Sheet columns, these columns are 
totaled The difference betw een the total of the Profit and Loss State- 
ment Dr column, $1 280, and the total of the Profit and Loss State- 
ment Cr column, $1,700, is the amount of the net profit for the period 
The net profit of Calvin is therefore $420 If the work sheet has been 
completed correctly, this amount, $420, is also the difference between 
the total of the Balance Sheet Dr column and the total of the Balance 
Sheet Cr column, because the increase in the proprietorship during the 
period plus the withdrawals should equal the profit for the period 
In other words, the profit for the period $420, is made up of $300 of 
drawings plus $120 increase m proprietorship 

The amount of the profit, $420, is added to the total of the Profit 
and Loss Statement Dr column to show that the expenses plus the net 
profit are equal to the total of the Profit and Loss Statement Cr 
column The same amount, $420, is then added to the total of the 
Balance Sheet Cr column The sum obtained by this addition is equal 
to the total of the Balance Sheet Dr column 

The totals of the four columns under the headings “Profit and Loss 
Statement” and “Balance Sheet” are brought down to the same line, 
and the columns are ruled with double lines The work sheet has now 
been completed and can be used in the preparation of the statements. 

Since the work sheet is, as its name implies, used to assist in record- 
ing adjustments and in preparing data for the profit and loss statement 
and the balance sheet and is not a principal statement itself, it is 
customary to prepare it in pencil It is not a formal statement and is 
not submitted to the proprietor or others interested in the business 

PRO fit* AN D°L OSS VIN T ^ e profit and l° ss statement for Donald 
statement Calvin for the month ended October 31 may 

now be prepared from the work sheet All 
the figures required are obtained from the Profit and Loss Statement 
columns. The profit and loss statement is shown on the opposite page 
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Profit and Loss Statement 


The profit and loss statement shows Salaries Expense to be 47 per 
cent ($800-e$l,700). This is almost hah the total income and may 
indicate the need for additional business or part-time employment for 
one of the employees. The percentage of gross income retained by 
Donald Calvin, C.P.A., is approximately 25 per cent ($420 -e $1,700). 
This is probably due to the fact that October is the first month of oper- 
ations and the volume of professional fees is just getting started. 
Mr. Calvin should watch carefully in the following months for favor- 
able changes in these percentages. 

The amount of Miscellaneous Expense is, perhaps, too large in 
comparison with other expense items. It would be advisable to make 
an analysis of the $180 of miscellaneous expense and to set up one or 
two specific expense accounts to provide more explicit information. 

THE DONALD CALVIN The data for the Donald Calvin balance sheet 
BALANCE SHEET are shown in the Balance Sheet columns of 

the work sheet. All of the items appearing on the balance sheet, to- 
gether with the correct amounts, are available in these columns. The 
balance sheet prepared from these data is shown on page / 6. 

It should be noted that, for balance sheet purposes, the amounts 
owed to creditors are shown as one item, Accounts Payable. Examina- 
tion of other balance sheet items will show that most of them represent 
groups rather than separate details. Office Equipment, Library, Office 
Supplies, and Salaries Payable, for example, stand for sev eial individual 




items In later chapters the accounting for a detailed record will be 
explained 

The form of balance sheet used previously is known as the account 
form The form used in the balance sheet illustrated above is known 
as the report /ora The two forms are much the same, except that 
in the account form the liabilities and the proprietorship are written 
at the right of the assets, while m the report form they are written 
below the assets The account form usually requires a very wide 
form or a double page, especially when account titles are long and 
amounts are large When a wide form is undesirable, the report form 
is used 
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C-SS,™ The principal classes of accounts to be found 

in the ledger have been presented in this and 
the preceding chapters. The number of accounts in the ledger is deter- 
mined by the number of items on the balance sheet and the profit and 
loss statement. The order of accounts in the ledger should agree with 
the order of items on the accounting statements. 

The chart of accounts presented in the illustration on this page 
shows the five major classes of accounts for the service business illus- 
trated in this chapter. Under each major classification are shown the 
minor classifications. The accounts are identified with each minor 
classification. 


The first three classes provide for the recording of transactions 
affecting items on the balance sheet; the last two classes, for the re- 
cording of transactions affecting items on the profit and loss statement. 
The first three groups are permanent, lasting as long as the business. 
The 1'ast two groups are temporary because they are closed at the end 
of each accounting period; their existence is therefore limited to the 
length of the accounting period. 


Balance Sheet Accounts 

1. Asset Accounts 

1. Current Assets 

1. Cash 

2. Accounts Receivable 

2. Fixed Assets 

1. Automobile 

2. Office Equipment 

3. Library 

3. Deferred Charges to Expense 

1. Office Supplies 

2. Prepaid Insurance 

2. Liability Accounts 

1. Current Liabilities 

1. Accounts Payable 

2. Salaries Payable 

3. Proprietorship Accounts 

1. Donald Calvin, Capital 

2. Donald Calvin, Personal 

3. Profit and Loss Summary* 


Profit and Loss Statement Accounts 

4. Income Accounts 

1. Professional Fees 

5. Expense Accounts 

1. Operating Expenses 

1. Salaries Expense 

2. Rent Expense 

3. Automobile Expense 

4. Office Supplies Used 

5. Insurance Expense 

6. Miscellaneous Expense 


Chart of Accounts for Donald Calvin, C.P.A. 


‘The use of the profit and loss summary account is discussed and illustrated in Chap- 
ter VI. 
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1. Some writers call expenses “expired assets ” Explain this term by the 
use of two examples used in this chapter 

2. Assume that a business pays salaries on Saturday and that the salanes 
for all days are the same If sales salanes are $300 weekly and office 
salanes are $180 weekly, what adjustments are needed when the fiscal 
period ends on Tuesday’ on Monday? on Thursday? 


3. Give the adjustments indicated by the following information: 



Store 

Prepaid 

Prepaid 

Office 

Sales 

Office 


Supplies 

Rent 

Insurance Supplies 

Salanes 

Salanes 

Balance, August 1 

$250 


$360 

$100 


' 

August transactions 

32o 

$600 

210 

175 

$500 

$300 

On hand, August 31 
Unpaid, Augu't 31 

200 

oOO 


90 

150 

50 


4. The following accounts from the ledger of W H Bell contain trans- 
actions for the month of October of the current year: 


Cash Prepaid Inslrance Sales 


(a) 

6,000 

(b, 

2,200 

(c) 500 



(d) 8,000 

(d) 

8,000 

(c) 

500 







750 







m 

4,000 







(K) 

250 









W H Bell Capital 

Salaries 

Expense 






(a) 6,000 

• 

(f) 4,000 



Supplies 
(b) 2,200 I 


W H Bell, Personal 
TgF 2o0 i 


Misc Expenses 
(e) 750 I 


(a) WTiat are the transactions recorded in the accounts? 

(b) Prepare a ten-column work sheet using the following data: supplies 
inventory, October 31, $400, prepaid insurance, $450; salanes 
payable, $400, 

5. (a) In Question 4, what new accounts would you suggest that W H. 
Bell might set up? (b) What per cent of gross sales does he retain for his 
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1. The balances in the ledger accounts of Robert Bums, D.D.S., on 
December 31 of the current year are: 

Cash $9,150 

Accounts Receivable . . . 5,000 

Dental Supplies 1,000 

Prepaid Insurance 450 

Robert Burns, Capital 2,000 

Adjustments: 


Dental supplies on hand $350 

Insurance expired 250 

Nurses’ salary payable 20 


Insiructions: (1) Prepare a 10-column work sheet for the yearly period. 
Identify corresponding debits and credits in the Adjustments columns with 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in report form. 

2. The balances in the ledger accounts of Fred Morrison, who operates 
the All Nations Employment Agency, are as follows on January 31 of the 
current year: 

Cash $ 600 

Office Equipment 500 

Prepaid Rent 450 

Office Supplies 150 

Fred Morrison, Capital. . . . 1,000 

Adjustments at the end of one month’s operations: 


Accrued fees (debit Fees Receivable) $250 

Salaries payable 30 

Prepaid rent 300 

Office supplies on hand 125 

Advertising payable to newspapers (debit Advertising Expense, 

credit Accounts Payable) 75 


Insiructions: (1) Prepare a 10-column work sheet for the monthly period. 
Identify corresponding debits and credits in the Adjustments columns with 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in account 
form. 

3. The balances in the ledger accounts of George Baldwin, owner of the 
Baldwin Garage, on April 30 of the current year are as follows: 

Cash $ 800 George Baldwin, Capital ... . $3,290 

Accounts Receivable 300 Sales 2,400 

Garage Equipment 3,500 Labor Expense 740 

Garage Supplies 1,000 Miscellaneous Expense 100 

Accounts Payable 750 


Fred Morrison, Personal $ 400 

Fees 1,400 

Salaries 240 

Misc. General Expense 60 


Professional Fees . . $25,000 

Laboratory Expense . 4,500 

Rent Expense 3,600 

Nurse’s Salary 3,100 

Misc. General Expense 200 
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Adjustments required at the end of one montn s operations are rent 
payable, 10% of sales, labor pay able $60, miscellaneous expenses accrued 
(credit Accounts Payable) $40, garage supplies on hand, $580 

Instructions (1) Prepare a 10-column work sheet for the monthly penoi 
Identify corresponding debits and credits in the adjustment columns witn the 
same letter 

(2) Prepare a profit and loss statement and a balance sheet in report form. 

(3) (a) What per cent of sales is labor expense 7 

(b) What percentage of gross income is retained by Mr Baldwin 7 

(i On July 1 of the current year Nathan Fine opened a 24 hour cash and- 
carry dry cleaning service The accounts in his ledger were as follows 
Cash Machinery and Equipment Dry Cleaning Supplies, Prepaid Rent, 
Prepaid Insurance, Notes Payable, Accounts Payable, Nathan Fine, 
Capital, Sales, Labor Expense, Power Expense, Miscellaneous Expense 

During the month of July the following transactions were completed 

(a) Invested $2,000 cash 

(b) Purchased machinery and equipment for $5,000, giving $500 cash 
and a note payable for the balance 

(c) Paid cash for two months rent $300 (debit Prepaid Rent) 

(d) Purchased insurance on account, $360 (credit Accounts Payable) 

(e) Paid cash for dry cleaning supplies $160 

(f) Cash sales for dry cleaning services July 1 to 15 $650 

(g) Made a $500 payment on the note pay able — see transaction (b) 

(h) Purchased dry cleaning supplies on account, $225 (credit Accounts 
Payable) 

0) Paid insurance in full, see transaction (d) 

0) Cash sales for dry cleaning services for balance of month, $700 

(k) Paid $15 cash for telephone and miscellaneous expenses and $45 
cash for electricity and power 

(l) Paid monthly wages, $600 


At the end of the month the following adjustments were required: 
Dry cleaning work completed and not yet picked up and paid for 
by customers (debit Accounts Recen able) $150 

Dry cleaning supplies on hand 175 

Insurance used up 30 

Rent — see transaction (c) 


I mlructums (1) Record the foregoing transactions in ‘ T ’ accounts. 
Identify corresponding debits and credits by the letter given for that trans- 
action 

(2) Prepare a tnal balance as of July 31 m the first two columns of a 
10-column work sheet. 

(3) Complete the 10-column work sheet. 

Prepare a profit and loss statement and a balance sheet in report form. 
(5) (a) What per cent of sales is labor expense 7 

(b) What percentage of gross income is retained by Mr Fine 7 



CHAPTER V! 

THE ACCOUNTING CYCLE 


b*ookk'eepjng AND Previous chapters have explained how the 

transactions performed by a business may be 
analyzed and how their effect on the financial condition of the business 
is recorded in accounts. Emphasis has been placed on the analysis and 
the summary of business transactions. The recording phase, sometimes 
called bookkeeping, will be stressed in this chapter. Through book- 
keeping, accounting must provide a complete record so that no im- 
portant event in the history of the business is omitted. This objective 
requires bookkeeping records beyond those already presented. 

In the first place, the information that can be recorded in the 
account is meager. Since the account is a means by which information 
is summarized and classified, it does not give details. If the account 
were expanded to show all the details that might be desired, it would 
serve less well as a device for classifying and summarizing, which are 
its two chief functions. 

Again, if transactions are recorded directly in accounts, errors made 
in the record cannot be corrected easily. As the debit and the credit 
resulting from a transaction are recorded in different accounts, a 
wrong amount entered in an account, or a debit or a credit placed on 
the wrong side of an account, is difficult to locate. 

Finally, it is difficult and tedious to enter transactions one by one 
in accounts. In a large business this method of recording transactions 
is impossible, for only one person at a time can conveniently work on a 
ledger and many employees are required to make a record of all the 
transactions of such a business. 

For these reasons it is customary to make a preliminary record of 
transactions before they are entered in accounts. Such a record is 
called a record of original entry. It shows the debits and the credits 
resulting from transactions and gives the descriptive data necessary to 
provide a permanent explanation of the transactions. From time to 
time the debits and the credits entered in the record are transferred 
to the accounts in the ledgers, which in turn constitute the basis of 
the accounting reports. 

When business transactions are recorded in sequence as they occur 
in a single record of original entry, that record is called a general 
journal. It possesses the advantage of a perfect chronological record 



accounting principles 


SCh.6 


8S 


of the transactions of a business AH the business of a day is recorded 
together so that it is easy to measure the transactions of any given day 



An entry is recorded in the general journal in the following manner 
The year is written in small figures at the top of the first column 
It is not written again on a page unless the year changes 

The month of the first transaction is written on the first line in the 
first column at the extreme left The name of the month is entered 
again only at the top of a new page or at the beginning of a new month 
The day of each transaction is written in the second column on the 
first line used by each transaction It is repeated for each transaction 
regardless of the number of transactions completed on the same day 
The names of the accounts to be debited and credited and the 
explanation of the transactions are written m the Descnption column 
The account to be debited is written first The account to be credited 
is written on the following line and is indented about one half inch 
The explanation of the transaction is written on the next line and is 
indented about one inch 

The explanation should describe the transaction sufficiently to 
justify the accounts debited and credited It should also contain any 
essential information relating to the transaction not otherwise recorded 
by the entry 

The debit amount is written in the Debit Amount column opposite 
the name of the account debited The credit amount is written in the 
Credit Amount column opposite the name of the account credited 
No entry is made m the column headed “Post Ref ” (posting 
reference) at the time that the entry is made in the journal The debits 
and the credits will later be transferred to the proper accounts in the 
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ledger. At the time this transfer is made, the page on which the account 
appears in the ledger will be mitten in the Posting Reference column. 
This process is explained on page 84. 

The second transaction may be recorded in the journal on the line 
immediately below the first transaction. Many bookkeepers, however, 
prefer to leave a blank line between transactions. 

standard FORM The “T” accounts used in Chapters IV and V 

OF THE ACCOUNT are constructed in the simplest form possible. 

While this form of account serves the major account purposes, it 
does not provide a complete record of all the information that it is 
useful to show in an account. By adding special columns to the basic 
“T” account form, the standard ruling is obtained. It is illustrated 
below: 
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Account with Several Entries 


The columns on both the debit and the credit side provide for: 
(1) the date; (2) a brief explanation of the entry, if it is desired; (3) the 
page reference to the book of original entry in which the transaction 
was recorded ; and (4) the amount. 

Ledger paper may be purchased either with or without the printed 
headings shown in this illustration. 

POSTING The process by which the debits and the 

credits recorded in the journal are transferred 
to accounts is called posting. It consists in transferring each amount 
in the Debit Amount column of the journal to the debit side of an 
account and in transferring each amount in the Credit Amount column 
of the journal to the credit side of an account. The account to which 
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each item is to be posted may be determined from the title of the 
account stated in the journal All debit items may be posted first and 
then all credit items so that there will be less likelihood of posting items 
to the wrong side of accounts 

In posting a debit item to the ledger, it is customary to record the 
information in the following order 

(1) The debit amount is entered in the Debit Amount column 

(2) The date is entered in the Date column on the debit side If the 
entry is the first on that side of the account, the date consists of the 
year m small figures at the top of the first column, the month on the 
first line, and the day of the month in the second column The year 
and the month are not repeated on the same page unless they change 
or unless the books are ruled in a manner illustrated later m this 
chapter. The day of the month is recorded for each entry 

(3) The page in the journal from which the transaction is being 
posted is recorded in the Posting Reference column in the ledger 

After these three details have been posted the number of the ledger 
page is entered in the Posting Reference column of the journal on the 
line with the amount When the ledger page number appears in the 
Posting Reference column of the journal, it shows that all the details 
of posting this one item have been completed If the work of posting 
is interrupted, this page number shows how much posting has been 
completed Entenng the journal page in the ledger and the ledger 
page m the journal also provides a convenient cross reference between 
the ledger and the journal that is often useful 

A credit item is posted to the ledger in exactly the same way as a 
debit item, except that the amounts are entered on the right or credit 
side of the account instead of on the left or debit side 


ILLUSTRATIONS OF 
THE JOURNAL AND 
THE LEDGER 


On November 1, Edward Mills invested $600 
in cash $300 in accounts receivable, $1 200 
in repair equipment, and $400 in supplies in 


a service business that he named Reliable Repairs This investment 


may be recorded in the journal by four simple journal entries, the first 


debiting Cash and crediting Edward Mills Capital, the second debiting 
Accounts Receivable and crediting Edward Mills, Capital, the third 


debiting Repair Equipment and crediting Edward Mills, Capital, 


and the fourth debiting Supplies and crediting Edward Mills Capital 
The preferred method, however, is to make a single entry debiting 
the four asset accounts and crediting the propnetorship account for 
the total Such an entry is called a compound journal entry and is 
illustrated on the opposite page 
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Compound Journal Entry 


If there had been a claim outstanding on the assets invested by 
Mills, the journal entry would have shown the values of the assets in 
the Debit Amount column; the amount of the liability in the Credit 
Amount column, and the difference between the values of the assets 
and the amount of the liability, which would represent the proprietor- 
ship, in the Credit Amount column. 

After making the investment, Mills completed the following trans- 
actions during November: 

1. Paid $300 rent on a lease rental contract, the payment representing 

three months’ rental. _ 

2. Bought additional repair equipment on account from Simpson Equip- 
ment Co. for $1,000. 

4. Received $150 in cash from customers in payment of their accounts. 

5. Paid $300 cash to Simpson Equipment Co. to apply on the $1,000 
owed them. 

14. Paid assistant $120 for two weeks’ labor. 

15. Recorded receipt of $400 cash from sales of services for the first half 
of November. 

17. Purchased additional supplies for cash, $200. 

28. Paid assistant $120 for two weeks’ labor. 

30. Paid telephone, light, water and other miscellaneous bills for the 

month, $60. . 

30. Recorded receipt of $700 cash from sales of services for the second 

half of November. 

30. Withdrew $300 cash from the business for personal needs. 

The illustration on pages 86 and 8 t shows the journal after the 
foregoing transactions have been recorded and posted to the ledger. 
The entries as they were first made did not include the page numbers 
of the accounts shown in the Posting Reference column, these page 
numbers were entered at the time the items were posted. 



General Journal 
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General Journal 


The ledger accounts after the posting of the general journal on 
pages 86 and 87 are shown on pages 88 and 89. Tracing each entry 7 
from the journal to the ledger accounts will give a clear understanding 
of the process of posting. 

Each account is a separate page in the ledger. Observe that the 
page number is given at the upper right of each account. The pages 
in this ledger are numbered consecutively, but pages 7, 10, 13, and 14 
are not shown in this illustration. These pages are reserved for ac- 
counts that the bookkeeper knows will be required later. These accounts 
are illustrated later in this chapter. 
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THE TRIAL balance As the first step in preparing the trial bal 
and the work sheet ance the accounts having two or more debits 
or credits are footed For accounts having both debits and credits 
the balance is entered Observe m the illustration on page 88 that in 
the cash account the debit and the credit amount columns are totaled 
The totals called pencil footings are entered m small pencil figures 
immediately below the last entry on each side so that the footings will 
not interfere with an entry made on the following line The difference 
between the debit footing and the credit footing is the balance It is 
entered in small pencil figures in the Items column of the account on a 
line with and on the same side as the larger of the two footings Observe 
that in the cash account the debit footing is larger than the credit 
footing and therefore the balance of $450 is entered in the Items column 
on the debit side This balance is the amount that is to be entered on 
the trial balance 

The repair equipment, supplies sales and labor expense accounts 
are also footed but the balances are not entered in the Items columns 
as each account contains entries on one side of the account only and 
therefore the footing is the balance Accounts such as the accounts 
receivable account on page 88 having only one debit and one credit 
are not footed but the balance is entered in the Items column Ac 
counts such as the prepaid rent account that contain only one entry 
are not footed and the balance is not entered in the Items column 
because the amount of the entry is the amount of the balance 

The trial balance of Reliable Repairs taken at the end of November 
is shown below 
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After the preparation of the trial balance, information for the 
adjustments is obtained and a work sheet is prepared (see page 92). 
The information for the adjustments is as follows: 


Rent expired in November $100 

Inventory of supplies, November 30 320 

Due assistant for November 29, 30 20 


From the foregoing information, the following adjustments are 
recorded in the Adjustments columns of the work sheet: 

(a) Since three months’ rent was represented by the payment on 
November 1, the asset account Prepaid Rent was debited. On Novem- 
ber 30, one third of the prepaid rent has become an expense. This is 
entered on the work sheet by uniting Rent Expense below the trial 
balance items and debiting it for $100. The credit entry of $100 is 
written in the credit column on the same line with Prepaid Rent. 

(b) The inventory taken of the supplies shows that the supplies 
at the end of the fiscal period are worth $320; therefore supplies worth 
$280 have been used. The expense resulting from the use of the supplies 
is entered on the work sheet by debiting the expense account Supplies 
Used for $280. The decrease in the value of the asset Supplies is 
entered by crediting that account for $280. 

(c) Since wages are paid biweekly on Mondays and since the month 
of November ends on Wednesday, the assistant has earned two days’ 
wages since his last payment and up to the end of the month. This 
wage that has accrued but that is not yet due is a proper addition to 
the labor expense of November and constitutes a current liability on 
November 30. The adjustment entry designated (c) increases the 
operating expenses and sets up the liability. 

After the adjustments have been recorded in the Adjustments 
columns of the work sheet, the adjustments are combined with the 
original trial balance to proride the adjusted trial balance. The figures 
in the Adjusted Trial Balance columns are then extended into the 
Profit and Loss Statement and Balance Sheet columns. The difference 
between the total of the Profit and Loss Statement Cr. column and 
the Profit and Loss Statement Dr. column is found to be $400, the net 
profit for the month. The correctness of the work is proved by the 
fact that this amount is also the difference between the totals of the 
Balance Sheet Dr. and Cr. columns. The net profit from operations is 
then added to the Profit and Loss Statement Dr. column and to the 
Balance Sheet Cr. column, and all columns are ruled in the manner 
shown. 
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PROFIT AND LOSS 
STATEMENT 


The profit and loss statement for Reliable 
Repairs for the month ended November 30 


may now be prepared from the work sheet. All the figures required for 
the profit and loss statement are obtained from the Profit and Loss 


Statement columns of the work sheet. The profit and loss statement 
prepared from the work sheet is shown below: 



BALANCE SHEET The data for the Reliable Repairs balance 

sheet are shown in the Balance Sheet columns 
of the work sheet. All of the items appearing on the balance sheet, 
together with the correct amounts, are available in these columns. The 
balance sheet prepared from these data is shown on the following page. 
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ADJUSTING entries At the end of a fiscal period, after the work 
sheet, the profit and loss statement, and the 
balance sheet ha\e been prepared, the accounts in the ledger may be 
adjusted so that they will show the same information as the state- 
ments The ledger of Eduard Mills, illustrated on pages 88 and 89, 
shows the total payments for supplies, prepaid rent, and labor ex- 
pense It does not, howe\er, show all of the expenses that are ap- 
plicable to this particular period; neither does it show the net profit 
or the proprietorship at the end of the penod 
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The adjusting entries shown on the work sheet on page 92 must 
be recorded in the appropriate accounts. Journal entries for these 
adjustments are therefore prepared from the data in the Adjustments 
columns of the work sheet. These entiles are then posted to the 
ledger accounts. 

The adjusting entries for Reliable Repairs are shown below. It 
will be observed that the debits and the credits in these journal entries 
are the same as those in the Adjustments columns of the work sheet. 


GENERAL JOURNAL PAOI J 



Adjusting Entries 


The ledger accounts affected by the adjusting entries are shown 
on the following page. It should be noted that each adjusting entry 
adds a new account in the ledger. Three new accoimts, Rent Ex- 
pense, Supplies Used, and Wages Payable, are added by the three 
adjusting entries. 
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Accounts to Which Adjusting Entries Have Been Posted 


CLOSING entries The information recorded in the income and 
expense accounts of Reliable Repairs should 
be brought together in a single account in order to determine the net 
profit or the net loss for the period. This account is called Profit and 
Loss Summary because it contains in one account all of the income, 
cost, and expense data. The information in the individual income and 
expense accounts is transferred to the profit and loss summary account 
by means of closing entries. 

The work sheet of Reliable Repairs shows that this business has 
only one income account, Sales. The credit balance of this account is 
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transferred to the credit side of the profit and loss summary account 
by the following journal entry: 


JO 


>cJa'cJ!rri6'stJussJed!c<ls 


// > t / 0 0-0 0 


/ / 0 0\0 
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Closing Entry for Income 


The debit balances of the various cost and expense accounts shown 
in the Profit and Loss Dr. column of the work sheet are transferred to 
the debit side of the profit and loss summary account. This may be 
accomplished by a compound entry in which Profit and Loss Summary 
is debited for the total of all expenses and the individual expenses are 
credited for the amounts transferred from those accounts. Such an 
entry is illustrated below: 


JO 




'fcLnt' 
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Closing Entry for Expenses 


7 0 0 


00 1 


2 6 0\0 
C 0\0 
/ 0 0\0 
z r o,o 


i 


The ledger accounts to which these closing entries are posted are 
shown on page 98. 

It is now desirable to transfer the net result of business operations 
from the profit and loss summary account to the proprietor’s personal 
account. The latter account will then show the net increase or decrease 
in the proprietorship. 

The amount of the net profit for the fiscal period, as shown by the 
work sheet, is $400. This amount is also the balance of the profit and 
loss summary account. This increase in proprietorship is transferred 
to the personal account by a credit to that account and a debit to the 
profit and loss summary account. The personal account then has a 
credit balance of $100, which is the net increase in the proprietorship. 
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Ledger Accounts to Which Closing Entries for Income 
and Expenses Hare Been Posted 

If it is assumed that the credit balance of $100 in the personal 
account will probably be withdrawn m the near future, the balance 
may be permitted to remain m the personal account. If, on the other 
band, the balance is assumed to represent a relatively permanent 
change in capital, it may be transferred to the capital account 
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The journal entries required to transfer the balance of the profit 
and loss summary account to the personal account and the balance of 
the personal account to the capital account, and the accounts after 
the entries have been posted, are as follows: 
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Closing Entries for the Profit and Loss Summary and 
Personal Accounts and the Accounts after Posting 


balancing AND Since the amounts entered in temporary pro- 
ruling THE accounts pnetorship accounts represent increases or 
decreases in the proprietorship during a particular fiscal period, they 
must not be mixed with amounts applicable to the following period. 
Such a confusion of data would make difficult the preparation of the 
profit and loss statement for the latter period. Therefore, after the 
accounts have been adjusted]and closed, the debits and the credits on 
each side of each temporary proprietorship account are totaled. The 
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totals are entered on the same line, and double rules are drawn under 
the totals and across all columns except the Items columns. Note the 
sales account on page 103. 

If a temporary proprietorship account has only one debit and one 
credit, it is not necessary to enter totals; the double lines are drawn 
immediately under the entries. Note the supplies used account on 
page 103. 

When accounts are ruled with double lines, it is understood that 
all amounts above these lines are to be ignored in accounting for future 
fiscal periods. 

For the convenience of the bookkeeper in using asset, liability, and 
proprietorship accounts, these accounts may be balanced. It is, how- 
ever, unnecessary to balance accounts with a single entry (see Wages 
Payable, page 102) or where the items are all on one side and the pencil 
footing shows the balance (see Repair Equipment, page 101). To 
balance an account, the bookkeeper proceeds as follows: 

(1) Adds the balance of the account to the smaller side. To indicate 
that this amount is not posted from a book of original entry, the word 
“Balance” is written in the Items column and a check mark is placed 
in the Posting Reference column. 

(2) Records the totals of the two sides, which are now equal, on 
the same line. 

(3) Rules the account as if it had been closed. 

(4) Brings down the balance of the account on the side that was 
originally the larger. To show that this amount is the balance brought 
down from above and is not a new entry, the word “Balance” is 
written in the Items column and a check mark is placed in the Posting 
Reference. 

After the accounts have been balanced and ruled, the ledger of 
Reliable Repairs appears as shown on pages 101 to 103. 

the post-closing The ledger of Reliable Repairs has now been 

trial i-ALAH.E adjusted, closed, and ruled. The balances 

of the accounts remaining open represent assets, liabilities, and pro- 
prietorship. All income and expense accounts, which served as tempo- 
rary proprietorship accounts, have been closed. The amounts in these 
closed accounts will not be used in future reports; they may be used, 
however, in obtaining information regarding past increases or decreases 
in proprietorship. A post-closing trial balance is then prepared to 
make certain that the open accounts in the ledger are in equilibrium 
and are ready for the entries of the new fiscal period. This post-closing 
trial balance is shown on page 104. 




Ledger After the Accounts Have Been Adjusted, Closed, Balanced, 

and Ruled 
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Ledger After the Accounts Have Been Adjusted, Closed, Balanced, 
and Ruled — Continued 
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With the exception of the proprietor s accounts the items and the 
amounts shown in the post closing tnal balance are the same as those 
shown m the last pair of columns on the work sheet Closing the ledger 
consists in consolidating all income and expense accounts for the past 
penod with the capital and personal account balances, thus setting 
up the new capital 

THE bookkeeping This chapter and the two preceding chapters 
CYCLE have presented the sequence of bookkeeping 

procedures beginning with transactions and concluding with the post 
closing trial balance This sequence of procedures is frequently referred 
to as the bookkeeping cycle or the accounting cycle It will be made 
more evident m subsequent chapters, which deal with further descrip- 
tions of accounting technique These formalized procedures are almost 
universally followed in accounting practice 

It is advisable at this time to review the steps m the bookkeeping 
cycle An appreciation of these steps is preliminary to an understand 
ing of accounting principles For convenience these steps are presented 
m eight parts as follows 

1 Journalizing Recording transactions in the journal 

2 Posting Transferring the entries in the journal to the 

ledger 

3 Taking a trial balance Summarizing the ledger accounts 

4 Determining the necessary Calculating accounting information not re 

adjustments corded currently 

5 Preparing the work sheet Classifying information on columnar paper 

6 Preparing the accounting Preparing the profit and loss statement and 

statements. the balance sheet from the work sheet. 
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7. Adjusting and closing Recording the adjusting and closing entries in 

the books. the journal and posting them to the ledger; 

closing, ruling, and balancing the accounts. 

8. Taking a post-closing Proving the accuracy of closing the books. 

trial balance. 

The items listed above constitute a cycle of accounting activities 
that are normally repeated each fiscal period. The first six steps may 
be repeated, without the last two steps, if it is desired to have interim 
statements without closing the books. Frequently, such statements 
are prepared monthly, whereas the books are closed annually. If 
statements are prepared monthly but the books are closed annually, 
the profit or the loss shown on the profit and loss statement at the 
end of the year will be the profit or the loss for the entire year. If the 
profit or the loss for the last month of the year is desired, the profit or 
the loss for the previous eleven months, as shown by the interim state- 
ment, must be subtracted from the profit or the loss for the entire 
year. In this way there are monthly cumulative statements and also 
the statements for the last individual month. When the books are 
to be closed and made ready for the new fiscal year, it is necessary to 
add steps 7 and 8. 

Subsequent chapters will deal with extensions and modifications 
of these basic procedures; but these extensions and modifications will 
not change the fundamental nature of the eight steps here described. 


QUESTIONS 

1. If the same information is to be found in both the journal and the 
ledger, what distinguishes the two records? 

2. Would posting be accomplished more effectively by two bookkeepers 
working together or by one bookkeeper working alone? Explain your 
answer. 

3. Does an error in the trial balance prove that an error has been made 
(a) in journalizing? (b) in posting? (c) in summarizing the information 
recorded in the ledger? 

4. In making up his reports at the end of one fiscal period, R. C. Main 
failed to consider his inventories of office supplies, store supplies, and coal. 
What effect did these mistakes have on the profit reported for the period? 

5. F. H. Mason tells you that he can adjust and close his accounts more 
quickly by transferring an amount directly from one account to another 
than he can by using journal entries. Do you recommend that he make 
entries in the journal to adjust and close the ledger? 
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6. David Penn, a retail grocer, instructs his bookkeeper to keep the book- 
keeping records always up to date in order that they will not have to be 
adjusted at the end of the fiscal period. Is it possible for the bookkeeper 
to follow these instructions? 

7. At the end of a fiscal period Edward Neal prepares a trial balance, 
determines the additional information needed to prepare the statements, 
and prepares the statements, but he does not adjust and close the ledger. 
What effect will the omission of adjusting and closing have on the records 
for the next period’ 

8. Frank Burke closes his ledger at the end of each month so that his 
capital account will show the same proprietorship as that reported on the 
balance sheet at the end of the month Thomas Carling prepares a profit 
and loss statement at the end of each month, but he does not adjust and 
close the ledger until the end of the year (a) Which plan do you consider 
preferable 7 (b) Will the monthly reports of each merchant contain 
similar information 7 

9 Prepare adjusting entries for Question 4 of Chapter V, page 78 

FROBLEMS 

1. On March 31 of the current year the trial balance of White’s Self- 
Service Laundry was as follows 

WHITE’S SELF SERVICE LAUNDRY 


Trial Balance 
March 31, 19 — 


Cash 

$1,420 


Prepaid Insurance 

360 


Richard White, Capital 


$ 500 

Sales 


1,500 

Power Expense 

200 


Miscellaneous Expense 

20 



$2,000 $2,000 


Data for end-of-month adjustments were as follows 
Expired insurance, $30 
Rent payable 

Store space, 10% of sales for month 
Laundry machines, 20% of sales for month 
(Make one entry debiting Rent Expense and crediting Rent Pay- 
able ) 

Instructions’ (1) Record tbe tnal balance on a ten-column work sheet 

(2) Complete the work sheet for the month of March 

(3) Prepare a profit and loss statement and a balance sheet in report form 
from the work sheet. 
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(4) Record the adjusting entries in a general journal. 

(5) Record the closing entries, closing the profit directly to the capital 
account. 

2. Larry Scott is an insurance adjuster. His income consists of fees 
received from insurance companies for adjusting their claims. On May 1 
of the current year he moved his office to a building where his rent in- 
cluded desk space, telephone service, and secretarial service, and he 
opened a new set of books. 

Mr. Scott planned to maintain the following ledger accounts: Cash; 
Accounts Receivable; Automobile; Prepaid Rent; Supplies; Accounts 
Payable; Larry Scott, Capital; Larry Scott, Personal; Profit and Loss 
Summary; Fees; Rent Expense; Automobile Expense; Supplies Used; 
Miscellaneous Expense. 

During the month of May Mr. Scott completed the following trans- 
actions: 

May 1. Made an opening entry for the following assets and liabilities: Cash, 
$600; Accounts Receivable, $725; Automobile, $1,500; Supplies, $50; 
Accounts Payable, $60. 

2. Paid three months’ rent, $375. 

8. Collected accounts receivable, $425. 

10. Paid accounts payable in full, $60. 

12. Collected accounts receivable, $300. 

16. Billed fees for first half of month, $320. (Debit Accounts Receiv- 
able.) 

20. Withdrew $200 cash for personal use. 

24. Purchased supplies for cash, $15. 

31. Billed fees for last half of month, $480. 

31. Paid cash for miscellaneous expenses, $10. 

31. Received an invoice for $65 for automobile expenses for the month. 
(Credit Accounts Payable.) 

On May 31 the additional data for the adjustments were as follows: 

Prepaid rent, $250. 

Supplies on hand, $25. 

Instructions: (1) Open ledger accounts for all of Mr. Scott’s accounts. 
Number the accounts consecutively. 

(2) Record the transactions for May in a general journal and post to the 
ledger. 

(3) Take a trial balance of the ledger and enter it in the Trial Balance 
columns of a ten-column work sheet. 

(4) Complete the ten-column work sheet for the month ended May 31. 

(5) Prepare a profit and loss statement and a balance sheet in report form. 

(6) Record the adjusting and the closing entries in the general journal 
and post to the ledger. Close the personal account to the capital account. 

(7) Total and rule the income and expense accounts. Balance the asset, 
liability, and proprietorship accounts. 

(8) Take a post-closing trial balance. 

ft. Bn August 1 of the current year Robert Harris opened the While-U- 
Wait Shoe Repair Shop. He maintained the following ledger accounts: 
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Cash, Store Equipment; Office Equipment, Store Supplies, Office Supplies; 
Prepaid Insurance, Notes Payable, Accounts Payable, Rent Payable, 
Salaries Payable, Robert Hams, Capital, Robert Hams n Personal, Profit 
and Loss Summary, Sales, Advertising, Sales Salaries, Store Supplies 
Used; Miscellaneous Selling Expense, Office Salaries, Rent Expense, 
Office Supplies Used, Insurance Expense, Miscellaneous General Expense 

The following transactions took place during August* 

Aug 1 Invested cash, $3 500 

1 Purchased store equipment for $9,000 and office equipment for $500, 
giving $2 000 cash and a note payable for the balance 

2 Paid cash for advertising, $75 

3 Purchased store supplies on account, $721 80. 

5 Paid cash for office supplies $65 50 

6 -Cash sales for the week, $420 75 

9 Paid cash for store supplies, $118 33 
10 Paid cash for the premium on a one-year insurance policy, $120 
13 Paid cash $310 lor biweekly salaries as follows sales salaries, $240, 
and office salaries, $70 
13 Cash sales for the week, $398 40 
16 Withdrew $150 for personal use 
18 Paid cash for miscellaneous selling expenses, $15. 

20 Cash sales for the week $438 50 
24 Purchased store supplies on account $201 87 
27 Paid cash, $310, for biweekly salanes as follows sales salaries, $240, 
and office salanes $70 
27 Cash sales for the week, $486 90 

29 Paid cash for telephone, utilities, and miscellaneous general expense 
for the month $75 

30 Withdrew $150 for personal use 

31 Cash sales for balance of month, $243 25 

On August 31 the additional data for the adjustments were; 

Store supplies on hand, $486 

Office supplies on hand $43 75 

Expired insurance, $10 

Rent payable, 6% of sales 

Salanes payable sales salanes, $120, office salanes, $35 

Instructions (1) Open ledger accounts for all of the accounts of the 
“While-O^TV ait "Shoe ^Repair "Shop 'Number the accounts consecutively 

(2) Record the transactions for August m a general journal and post to 
the ledger 

(3) Take a trial balance of the ledger and enter it in the Tnal Balance 
columns of a ten-column work sheet 

\£4^ Complete the ten-column work sheet for the month ended August 31 

(5) Prepare a classified profit and loss statement and a classified balance 
sheet in report form 

(6) Record the adjusting and the closing entries in the general journal 
and post to the ledger Do not close the personal account 

(7) Total and rule the income and expense accounts Balance the asset, 
•’ability, and proprietorship accounts 

181 Take a Dost-closme trial balance. 
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ACCOUNTING FOR PURCHASES 


ACCOUNTING FOR The two types of businesses most commonly 

MERCHANDISING t. , i < , , ,, . 

round are persona.! service and merchandising. 

A third type of business, manufacturing, while of great importance and 
reaching immense size, is smaller in number. In the previous chapters 
the accounting cycle was developed with reference to a personal 
service business. In this and in the chapters imm ediately following, 
the accounting cycle will be developed in terms of a merchandising 
or a trading business. 

The principal activity of a merchandising business is the buying 
and selling of goods. Commonly, a certain type of goods is assembled 
in a store for sale to customers. The merchandiser buys from various 
vendors the merchandise that he believes will increase his own sales. 

A considerable portion of the sales price of goods is represented 
by their cost to the merchandiser. The difference between the cost of 
goods sold and the selling price is called gross profit or margin. The 
operating expenses of the merchandising business must be kept within 
this margin if the merchandiser is to show a profit. It is clear that the 
factors entering into the amount of the cost of goods sold are of particu- 
lar importance to a merchandising business. 


need for additional All the transactions of a business may be 
JOURNALS, recorded in the ordinary two-column journal, 

which was used in the previous chapter. Transactions are usually 
classified, however, according to their nature, and those that recur 
frequently are recorded in special journals. If purchases on account 
are made frequently, it will be advantageous to set up a special pur- 
chases journal. If notes payable are issued infrequently, there would 
be no advantage in a special notes payable journal and such transac- 
tions would continue to be entered in the general journal. 


The use of special journals has several advantages: 

(1) The amount of apace required for the record of each transaction is 
reduced. When transactions are recorded in chronological order in 
the two-column journal, a rather complete explanation of each entry' 
must be written. When transactions are classified, however, and 
all those of one kind are recorded in a separate book, it is possible 
to avoid repeating much information that is the same in all cases. 
The record can therefore be made much briefer, and a great amount 
of labor can be eliminated in journalizing the transactions. 
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(2) It facilitates the division of labor necessary in a large organization 
If the transactions are recorded m different books of onginal entry, 
one clerk may record nothing but sales, another, nothing but pur- 
chases another nothing but cash receipts, and still another, nothing 
but cash payments 

(3) The number of postings to ledger accounts is materially reduced 
For example, instead of posting individual items to the credit of the 
sales account one posting of the total amount 13 made at the end of 
the month Since special journals are restricted to transactions of 
a single type it is possible to post the total of each special journal 

An analysis of the transactions in the typical merchandising busi- 
ness shows that the following transactions occur most frequently and 
therefore call for special journals 

(1) Cash Receipts -Cash Receipts Journal 

(2) Cash Payments Cash Payments Journal 

(3) Sales on Account Sales Journal 

(4) Purchases on Account Purchases Journal 

"While most of the transactions may be recorded in one of the 
special journals, there will remain a few that must still be recorded m 
the general journal, descnbed m the previous chapter 

credit periods and if a merchandiser is allowed a period of time 
cash discounts to pay for goods purchased, he is able to 

increase the \olume of his business because he can make payment for 
these goods out of the proceeds of his resale of the merchandise Such 
a period is called a credit period The time of credit specified m a trans- 
action is known as the credit terms of that transaction Credit transac- 
tions are numerous in the conduct of businesses because they tend to 
increase the total volume of business of the community The granting 
of credit also makes payment more convenient for the buyer 

In extending credit to buyers, businessmen make the credit terms 
definite m order to promote better understanding of the arrangement 
The time allowed for payment is therefore made a part of the purchase 
■ot the sale, trans&etvan The t use. ef paywewt may he the fast of the 
following month, SO days hence, 60 days, or whatever time has become 
the prevailing practice If goods are sold by the purchaser in a short 
time, the credit period tends to be short, in slower-moving goods, it 
tends to be longer 

The expression “n/30,” which is read net 30 days, means that pay- 
ment is to be made in 30 days, “n/60/ that payment is to be made m 
60 days To encourage payment before the expiration of the credit 
period, creditors have developed the practice of offering a special 
inducement in the form of a cash discount for early payment Thus, 
the expression “2/10, n/60 ’ means that, while the credit period 
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established by custom of the trade is 60 days, the debtor may deduct 
2% of the amount of the bill if payment is made in 10 days. This 
deduction is known as a cash discount. 

For example, assume that on October 12 Richard Stone orders from 
William Davis goods amounting to $500. He receives Davis’ invoice, 
dated October 14, providing terms of 2/10, n/60. Stone can send 
Davis a check for $490 in full payment of the bill any time before 
October 24. This early payment earns Stone $10. If he wishes to wait 
the full credit term before paying, he may pay Davis $500 on Decem- 
ber 13. Discounts received from creditors for early payments are known 
as purchases discounts. 

If the terms of sale call for payment in the following month, in- 
centive for early payment may be expressed "2/10 eom.” This means 
that if the bill is paid during the first ten days following the end of the 
month (eom), the purchaser is entitled to a 2% cash discount. This 
cash discount is designed to fit the practices of buyers who wish to 
accumulate the bills of a month and make payment early in the follow- 
ing month. Payments tend to be concentrated in the first ten days of 
the month instead of being spread throughout the month. 


treatment of cash In treating cash discounts, most accountants 
discounts consider the invoice price and the credit 

terms as business conditions not requiring adjustment. If an invoice is 
paid within the discount period and the amount paid is therefore less 
than the total of the invoice, the purchases discount is recorded as a 
part of the entry. This discount represents a financial earning because 
the debtor was able to pay before the end of the period allowed him. 

If James Hiatt, on May 3, purchases goods from Cold Air Corpora- 
tion for $750, terms 2/10, n/30, his entiy for the purchase in general 
journal form is: 


May 

3 


( 750 


Apr mints Pavable 



Purchased merchandise 
from Cold Air Corporation 
2/10, n/30 

j 

’ 

l 


If Hiatt is able to pay in 10 days, he is granted a 2% cash discount 
for prompt payment. Assuming he paid this bill on May 12, his entry 
in general journal form would be: 


■May {12 {Accounts Payable ! 

Purchases Discount J 

Cash 

Paid Cold Air Corp. bill of. 
May 3 less discount of 2 % ... I 


f 750100 " 1 

I lo[00 

i 735 00 
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The credit to Purchases Discount is a credit to an income account 
and will increase Hiatt’s net income for the period by $15 

The earning made m taking advantage of cash discounts is con- 
siderably more than the interest cost on current capital Terms of 
2/10, n/60 mean a saving of $24 on a $1,200 invoice, compared with an 
interest cost of $10 on a like amount borrowed at 6% for a 50 day 
period 


purchasing When an order for merchandise is placed 

operations with a vendor, it should be in writing so that 

no misunderstanding may anse The list of goods to be purchased 
may be written on an order blank furnished by the vendor or the 
buyer may use his own purchase order blank A purchase order of 
Hiatt Home Appliances issued to Cold Air Corporation for refngera 
tors a deep freezer, and air conditioners as listed is illustrated below 


PURCHASE ORDER 

HIATT HOME APPLIANCES 


» OLYMPIC BOULEVARD BEVERLY K 

Cold Air Corporation 
70 Mission Boulevard 
St Louis Missouri 


PLEASE ENTER 01 


AND ON ALL PACKAGES 

Ord.r No 561 
D.t. April 24. 1950 
Term, 2/10 n/30 
SfcpV* Overland Trucking Co 


R 49 Refrigerators 
R 47 Refrigerator 
Bf 25 Beep freezer 
AC 4 Air conditioners 


PEUVER NO GOODS WITHOUT A WRITTEN ORDER ON THIS fORM 


200 00 
125 00 
150 00 
25 00 


HIATT HOME APPLIANCES 


Purchase Order 


This purchase order gives the vendor specific authority to deliver 
the merchandise listed A duplicate copy is also evidence for James 
Hiatt of exactly what he has ordered 

The purchaser usually receives an invoice from the creditor before 
the goods are delivered An invoice is an itemized statement of goods 
bought, and should contain the names and the addresses of both the 
buyer and the seller, the date of the sale, the terms, the method of 
shipment and the quantities, descriptions, and prices of the mer- 
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chandise. It may contain other information. An invoice received from 
the Cold Air Corporation for the goods listed on the purchase order of 
Hiatt Home Appliances is shown below: 


COLD AIR CORPORATION 

Air Conditioners Refrigerators Deep Frecrers 

70 MISSION BOULEVARD .... ST. LOUIS, MISSOURI 


Customer’* 

Order No- & Dj«* 


Requisition No. 
Contract No. 


561 


sold Hiatt Homo Appliances 
TO 9700 Olympic Boulevard 

Beverly Hills, California, 
shipped to Hiatt Homo Appliances 
Dcttmatlon Beverly Hills, California 
Date Shipped May 3 , 1950 Ftom St. Louis, 1 ! 0 . 


Refer to s , , _ . _ 
invoice No. 


Invoice Date Hay 3/ 19 5^ 
Vtmlor’i No*. 


Car InltuU and No. 
How Shipjwd and 
Route 


f. o n 

Overland Trucking Co. 


Prepaid or Collect? 

Prepaid 


TOR CUSTOMER'S USE ONLY 


Register No. 


FOB. Checked 


Ttrros Approved 


Calculation! Checked 


» Pnc* Approved 

\j& 


Material Received 

S/s „ So -rs c. 

P«l. * gnjtur* 

Satisfactory and Approved 


£-s,JLL 


Accounting Distribution 


^*inal Approval 


Term* 2 /l 0 , n /30 



8. A. 


IHwwSIKiil 

quantity 



DESCRIPTION 

UNIT PRICE 

AMOUNT 

2s 

R 

4 9 

Refrigerators 

200.00 

too.oorf 

1/ 

R 

47 

Refrigerator 

125.00 

125.00 

DF 

45 

Deep freezer 

150.00 

150.00^ 

3 S 

AC 

4 

Portable air conditioners 

25.00 

75 . 00 < 




Invoice 




The invoice illustrated above is a standard form recommended 
by the National Association of Purchasing Agents. It is 8]/^ inches by 
7 inches and provides three separate areas: (1) upper left for details 
regarding the purchase entered by the seller ;.(2) upper right for check- 
ing by the purchaser when goods are received; and (3) the items in the 
order with price and amount. 

Terms, quantities, prices, and other information indicated on the 
invoice should be compared with the corresponding items on the copy 
of the purchase order. When the goods arrive, they should be counted 
and inspected. Counting and inspection are ordinarily performed by 
the receiiing department. The receiving department may check the 
quantities received against those indicated on the invoice, or it may 
give an independent report of the quantities received to the purchasing 
agent. In this case the report will be clipped to the invoice. Invoices 
are ordinarily recorded in the purchases journal as they are received, 
although the goods may not be received until later. If, upon receipt 
of goods, errors in shipments are found, they can be corrected by credit 
memorandums. 
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the purchases A simple form of purchases journal is illus 

journal trated on page 115 Smce nothing but pur- 

chases on account are entered in this book, the purchases account need 
not be debited for each purchase, but can be debited for the total 
This same total is posted to the credit of Accounts Payable Purchases 
made for cash are recorded m the special cash payments journal Cash 
transactions will be de&cnbed in Chapter IX 

The purpose of the purchases journal is to record the purchases 
made and the obligations due the creditors from whom the purchases 
were made- The record of purchases is known by various names, such 
as the purchases journal, the purchases bool, the purchases register, 
the purchases record, and the invoice record Regardless of its name, 
it is in reality a journal smce transactions are recorded in it so that 
their effect on accounts will be shown 

The form of the purchases journal depends to a considerable degree 
upon the size and the nature of the business and the amount of informa- 
tion the owner desires concerning his purchases The information 
usually desired concerning purchases can be obtained from a form such 
as that shown at the top of the following page 

The use of the columns is, in the mam, apparent The column 
headed Pur No gives the number of the purchase invoice The 
invoices are numbered consecuti\ely and after the entries have been 
recorded in the purchases journal, are filed so as to be available for 
future reference The number entered in the Pur No column serves 
to identify the entry with the purchase invoice to which it pertains, in 
case a future comparison is desired Such a comparison would be 
made if a creditor objected to the amount paid him or to the terms 
upon which he was paid 

The information entered in the columns headed "Date of Invoice 
and “Terms” indicate when an invoice will be due The date of the 
invoice is normally a few dajs before the date of the entry 

The. purpose of the column, headed “Post Ret ' will he discussed 
m later paragraphs 

posting the total The total of the purchases on account for 
JOURNAL URCHASES Hiatt Home Appliances for the month of 
May is the total of the amount column m the 
purchases journal on page 115 This amount, 57,850, must be posted 
to the debit of the account Purchases because purchases are a cost of 
doing business and therefore represent a decrease m proprietorship 
Also, $7,850 must be credited to Accounts Payable because this total 
has been added to the amount owed to creditors 
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'll 

jl OA-n 


[run. i 

1 NO. 


ACCOUNT CRtElTED 


PURCHASES JOURNAL 


Pace 23 


aoortss 


DATE Or , 
INVOICC 


TOIMJ 


AMOUNT 



/ S/Sum 
Z \lll5.snl3e | 
3 fjl0,sK]30 j 
C \z/h * j 

// j l[l5,'rj30 | 
15 7jlc,/> Ho , 
'I jl'C, '"jzc I 
25lji0,/rJC0 , 

2 c ]ZjlC l stij CO | 
I I 


" .1 7 0 roe, 

- \ (9 0\D 0 

•" 7 5 o\o 0 

I 

*" ,/ 0 5 0,0 0 , 

•" ,j C 0 c\o 0 

~ ,,/ ? 5 CO 0 

~~ , 5 e c,o o 

S 5 o\o 0 

^ „ 115 5 0 0 
30/ — • “ 

Sit> 7 f 5 0 0 0 


,1 


I 


Purchases Journal After Posting 


The accounts payable account and the purchases account, after 
the posting of the purchases journal, are shown below: 


i i 


i J*-** * 

j ! j/ 


(s/sOC-C” isyt-ijs 


t9So 

//hi if' / 


*r 


j/. 


Post. ccdit 

IlLF AMOUNT 

|7% ,, 1 S'SO o o 


Pace .2 0 


5 f 7 3,0 P , 
-5°«. 7 f 5 0^0 0 , 

Page ^5^ 


f » 


Accounts Payable and Purchases Accounts in the General Ledger 


The source of the amount posted to Accoimts Payable and Pur- 
chases is indicated by waiting “P23” in the posting reference column 
of the account. The letter “P” is used to indicate that the posting was 
made from the purchases journal, and “23” is the page number of the 
purchases journal for May. 

In the purchases journal the page numbers of the accounts to 
which the total was posted are written in the posting reference column 
on a line with the amount. The two numbers are written in one space 
and are separated bj r a diagonal line. 
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controlling and The accounts payable account shows the 
subsidiary accounts amoun t owed to creditors, but it does 
not show how much is owed to each creditor and when each amount is 
due It is customary to maintain a separate account for each creditor 
to which the details of the transactions with that creditor are posted 
These accounts are maintained in a separate ledger, known as the 
accounts ‘payable ledger. 

When more than one ledger is used, the ledger containing the 
balance sheet and profit and loss statement accounts is known as the 
general ledger Ledgers containing accounts that show details given in 
one account in the general ledger are known as subsidiary ledgers, and 
the accounts in such ledgers are known as subsidiary accounts One 
account in the general ledger that shows in total the amounts shown 
m a number of subsidiary accounts in a subsidiary ledger is known as a 
controlling account 

Therefore, the accounts payable account in the general ledger of 
the Hiatt Home Appliances is a controlling account, the accounts 
payable ledger is a subsidiary ledger, and the accounts in the accounts 
payable ledger are subsidiary accounts 

posting to the Each item in the purchases journal is posted 

subsidiary ledger to cre( j lt 0 f the appropriate account in 
the accounts payable ledger Postings are made dailj so that the 
current balance o f any creditor may be readily known The ruling of 
the accounts payable ledger is planned to show the balance at all 
times Provision is also made in the heading for the name and the 
address of the creditor The date of the invoice and the terms of each 
invoice are entered in the Items column 

The completion of the posting to each creditor’s account is indi- 
cated by writing the letter “P” and the page number of the purchases 
journal m the posting reference column of the account The creditors' 
accounts are ordinarily arranged alphabetically in a loose leaf ledger 
As new accounts may be inserted at any point, the pages are not 
numbered A check mark is therefore used in the posting reference 
column of the purchases journal to indicate the completion of the 
posting of each item 

At the end of May the accounts payable ledger of Hiatt Home 
Appliances shows the balances at the beginning of the month and the 
items posted during the month The accounts payable ledger then 
appears as shown on pages 117 and 118 
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Name 

Address 


w ^^£Cl-4^i<sI^SI' } AALrv+tJ- 


(sl/ 


Csa£ii«s 


>Gr 



| DATE j 

ITEMS i 

15 || d^oit ' 

CREDIT 

‘1 BALANCE j 

1* ! 


/vse 

'/Jtap 

7-3 

^Ttn^ ftf t ///O t srtJ>30 

A 

H ! I 

SO 0 

1 

0 o\\ soo\oo 1 

II 1 1' 


Kuie 

AOORCSS 


(^c^r/y &<A' Gbjp<n*^v< 

x£iC'S£gX'i<*is l <: ?/'lt<lJ*<*Z44s<S 



[ DATE 

ITEMS 

'post 

J Rtr 

DEBIT 

CREDIT 

BALANCE 

I 

1 


/<?S0 

Al/'l' 

//Uiy. 

s 

6U*s z<l, 2//C t sn[j0 
//lay'3 1 2//0,srtj30 

f±ZZ 

Ax3 

i 

1, i i 

I /<jS0\0O\ 

II 7S ’\’\ 

/ <fSO 

XV 0 0 

cj\ 

0 0 

' 


NAMt 

ADDRESS 


TCiuuJ^L <nq 



DATE 

ITEMS 

| post j; 

! Rcr 

1 DEBIT 1 CREDIT | DALANCE j 


tyso j 
Jft&yr 3 0 
' 1 

7/l<i-y'Z<f, Z//e,sn{30 

i-i 

1 || us\*o^ ustyo^ 


fUMC ^TC-X tfrtsl <V' -zj’&r-H 

Address ^&'4' Astx£c^'trZ'tt'C<is 


BALANCE 1 1 


1?* 9 

7/Ujl 


< //la--r Z j if 'S, />■! 3 C ~P\23 

f/l\ ;x / ' //j ///S'/njSt? 


S'O 0 

0 0 0\ 


0 °\\ 

oc\\ 


? o c\o c\ 

I 1 

/ V 0 0,0 P\ 

il 


HiMt 

Address 


£ %C?njy £i< t4jrmf'>z£ 
xjxv+isrz lCiA*zc**>c<~ %jcth^t~l^z*-ezs 


7/3UL3L* 


1 

i 

i date 

ITEMS 

| POST ' 

j *E r ! 

j DEBIT j 

j CREDIT 

J DALANCE jj 

1 

1 

e- r- 

i /r\ 

X7\ 

7/U-t- VS, 2/20, srijco 
‘//la'y XS, Z/ZOjS’ij 02 

A\X3 
T^j 23 



1 

/ %ss.oa 
fSP^P 0 

I ii 
/ 2SC ‘.0 0, 

X / o c\o e> \ 

1 It 


Name 

Address 

t~‘<tr-cr~ £{*■£? 

*<J~t C<rtJ3 

/ 




~ ! 

i DATE | 

ITEMS 

1 POST 

1 W 

| DEBIT j 

CREDIT j 

j BALANCE j{ 

|i t*rSe 

\\4^ 

1 

I 7 

CO 

7^\xx 


1 

. j 

Z4 7S\O0 j 

j XV 7^0 0 , 1 

1 1 II 


Acconnts Payable Ledger 
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i&f'tsi* 


It fS 
f\J | //lay/, S/S^> 


P?x 

■Pu 


Accounts Payable Ledger 


After the posting has been completed, a schedule of accounts pay- 
able may be prepared in the following form: 


V>loyJI,l<JSt 


££kXI<-<,' /iCnrl.' 
'Gtr&&*4sGlrU>*ta&r*i/ 

'c%s>vcs 

'f2a*d<^K/x-&A>uu*>v£[t4£u£totrl4/ 
Vaiiv^n&xt^y P«£ls 

i'c/r£a & &tc*>t+»v£typLyr 


310 0 0 
SO 0 o 
1 70 0 0 


/ 672 . 3* 0 0 


Schedule of Accounts Payable 


This schedule shows the balance in each creditor’s account and 
the total of the accounts payable. Since the same amounts are posted 
as a total to the accounts payable account in the general ledger and 
individually to the creditors’ accounts in the accounts payable ledger, 
the total of the schedule of accounts payable should equal the balance 
oi the accounts payable account in the general ledger. If there is a 
difference, the error should be discovered before the work is continued. 

Since the balance of the accounts payable account is equal to the 
sum of the balances of the accounts in the accounts payable ledger, it 
is apparent that the creditors’ accounts might be used in the general 
ledger instead of the accounts payable account. But the use of the 
controlling account Accounts Payable and the subsidiary ledger is 
generally recommended. Having the creditors’ accounts in a separate 
ledger facilitates posting. Furthermore, the use of the controlling 
account removes deiail from the general ledger and simplifies the 
preparation of the trial balance and the accounting statements. 
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PURCHASES RETURNS 
AND ALLOWANCES 


When goods purchased on account are re- 
turned to a creditor or when an allowance 


from the price of goods purchased on account is obtained, the purchaser 
usually receives from the creditor a form known as a credit memorandum 


showing the amount of the credit given. A typical credit memorandum 


is illustrated below. 



Credit Memorandum 

When the buyer records the credit that has been given him by 
means of a credit memorandum, he must debit the accounts payable 
account in the general ledger and the creditor’s account in the accounts 
payable ledger. He might credit Purchases, but it is ordinarily con- 
sidered better to credit an account known as Purchases Returns and 
Allowances. When this plan is followed, the books show the total 
purchases and the total credits received, information that may be of 
value in the planning of future purchases. 

On May 22, Hiatt Home Appliances received a credit memorandum 
for $750 for merchandise returned to Radio-Television Distributors, 
a creditor. The entry could be recorded in the general journal as: 


"*5^e j 7*ooo. 
jt Pi ! t *' ' ' 'J /*.' Uf J.'-'*- - *' i . *rt , : JZ- ( j 

!i 7 y l! I I 

General Journal Entry for a Purchases Return 


7 so 0 0 


Note that the debit is posted both to the accounts payable account, 
which appears on page 20 of the general ledger, and to the creditor's 
account in the subsidiary ledger. The double posting is indicated by 
the page number of the account in the general ledger and a check mark 
for the posting to the subsidiary ledger. After the posting has been 
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completed, the accounts payable account and the creditor’s account 
appear as follows: 




l 


^ It 7 5 0 0 0 / ’Padctsn-ces ** C % 7 0 


ADOftEH 9'u^‘^lA', 9u<*'' U‘~iri / 


fH«y\ 2 2- 1 


P ti 


7 5 o\o O 


2 V 75,0 

i 7is\* 


Accounts Payable Account and Creditor’s Account After 
the Posting of a Return 

If such transactions are frequent, a special column may be pro- 
vided in the general journal so that the debits to the accounts payable 
account can be posted as a total Sometimes a separate journal, 
termed a purchases returns and allouances journal, is used to record 
these transactions. Such a journal is illustrated below. 


PURCHASES RETURNS 


ALLOWANCES JOURNAL 



Purchases Returns and Allowances Journal 

The individual items in the Amount column are posted frequently, 
usually daily, to the debit of the creditors' accounts in the accounts 
payable ledger. At the end of the month the total of the Amount 
column is debited to Accounts Payable and is credited to Purchases 
Returns and Allowances in the general ledger. 

accounting FOR In the course of its operations a business 
buys on account many items in addition to 
merchandise. It may, for example, buy store 
equipment, office equipment, store supplies, or office supplies. These 
items should not be debited to the purchases account because they 
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do not represent the purchase of merchandise for sale. When a pur- 
chases journal similar to that illustrated on page 115 is used, the 
purchases of items other than merchandise may be recorded in the 
general journal in the following manner: 



S’ o o o o 


<T 0 0,0 


t 


0 1> 



General Journal Entry for a Purchase of Equipment 


Note that the credit is posted both to the accounts payable account 
in the general ledger and to the creditor’s account in the subsidiary 
ledger. The double posting is indicated by the page number of the 
account in the general ledger and a check mark for the posting to the 
subsidiary ledger. 

When the purchases of goods other than merchandise are at all 
frequent, it is ordinarily desirable to use a purchases journal with 
special columns similar to the one illustrated on pages 122 and 123. 
This journal is exactly the same as the one illustrated on page 115 
through the first money column except that this money column is 
headed “Accounts Payable Cr.” Special columns are also provided 
for the debits. For items not purchased frequently for which special 
columns are not provided, general ledger account and amount columns 
are given at the extreme right. 

When a purchase on account is recorded, the amount is written in 
the Accounts Payable Cr. column. The same amount is also written 
in one of the debit columns, or if a column is not provided for the item 
purchased, the account title is mitten in the account column at the 
right and the amount is entered in the amount column at the extreme 
right. At frequent intervals, usually daily, throughout the month the 
amounts in the Accounts Payable Cr. column are posted to the credi- 
tors’ accounts in the accounts payable ledger. At the end of the 
month the book is totaled and ruled in the manner illustrated. The 
total of the Accounts Payable Cr. column is posted to the credit of the 
accounts payable account in the general ledger. The totals of the 
Purchases Dr., Store Supplies Dr., and Office Supplies Dr. columns 
are posted to the debit of the appropriate accounts in the general 
ledger. Each individual amount in the General Ledger Amount column 
is posted to the appropriate account in the general ledger. The posting 
of the individual amounts to the accounts payable ledger is indicated 
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/£- 3 32S iF«9 C 

32 C >*^ke-nc&is. dd*** G<n*^>€f?v^3 f ~a ^ ^ j*** i 2 £ snj 30 

f J27 tGi Jam s' 3 7 9 sr-J . 

32? v* _ ° l/ V 'rj 3 C 


T\ 



Columnar Purchases Journal Left Page 


by a check mark m the posting reference column The posting of each 
of the column totals is indicated b> the page number written m paren 
theses immediately below the column total The posting of the indi 
vidual amounts in the General Ledger Dr column is indicated by the 
general ledger page number in the posting reference column Since 
the amounts in this column are posted separately the total of the 
column is not posted A check mark is therefore placed below this 
total to indicate that it has been properl} taken care of 

If credit is received frequently because of the return of or an 
allowance on goods other than merchandise special columns may be 
added to the purchases returns and allowances journal illustrated on 
page 120 to take care of such entries If such entries are rare the} may 
be recorded in the general journal 


using PURCHASES IN- Sometimes instead of using one of the forms 
CHASES journal" P urc ^ iases journal illustrated m tbs chap 

ter a business has its purchases invoices 
bound together and uses them as a purchases journal When this is 
done the total of each invoice is posted direct to the creditor s account 
in the subsidiary ledger At the end of the month an adding machine 
list may be made of all the purchases invoices If some of the purchases 
are for goods other than merchandise separate adding macbne lists 
are made for each kind of purchase An entry is then made in the 
general journal debiting the appropriate general ledger accounts and 
crediting the accounts payable account For example, if the adding 
macbne lists show purchases of merchandise $6 28o of office supplies 
$230 of store supplies $315 and of office equipment $550 the general 
journal entry would be as follows 
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PURCHASES JOURNAL PACE // 



Columnar Purchases Journal, Right Page 


June 

30 

Purchases 


6,285 00 

1 



Office Supplies 


230 00 




Store Supplies 


315 00 

j 



Office Equipment 


550 00 

i! 



Accounts Payable 


| 7,380 

00 || 


"While this method saves time in recording in the purchases journal, 
it is not recommended because invoices from different companies may 
be of different sizes and shapes and are clumsy and inconvenient for 
this purpose. Reference to invoices is also more time-consuming in 
case information regarding purchases is desired. 

QUESTIONS 

1. Explain how an invoice can be both a purchases invoice and a sales 
invoice. 

2. What business paper described in this chapter: 

(a) Facilitates but does not represent an accounting transaction? 

(b) Is used as a basis for a bookkeeping entry? 

3. Are credit transactions numerous in the conduct of businesses? Why? 

4. Paul J. Vollmar, a wholesaler, buys merchandise from forty different 
creditors. If he kept accounts with each creditor in his general ledger, 
how many additional items would appear in his trial balance? Name 
some other disadvantages of keeping creditors’ accounts in the general 
ledger. 

5. Donald Calvin, C.P.A., advised William Given, a retailer, to use a 
controlling account and a subsidiary ledger for his accounts with creditors. 
Given thinks this will double the amount and cost of his bookkeeping. 
Is this correct? Explain. 
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6 In one month, the bookkeeper for Johnson and White makes the 
following errors m the purchases journal (a) He records a purchase of 
$100 as $10, (b) be records a purchase from the Atlas Mills as a credit 
to the account of American Mills, (c) he posts an entry of $60 as $600, 
and (d) he makes an error of $1,000 in totaling the amount column of 
the purchases journal When will these errors be discovered 7 

7 Johnson and White, wholesale grooers, purchase two typewriters on 
account Where should this transaction be entered if Johnson and White 
use a purchases journal similar to the one illustrated on page 115 7 Ex- 
plain 

PROBLEMS 

1. During September of the current year Kyle's of Westwood completed 
the following transactions 

Sept 3 Purchased merchandise on account from Daytime Apparel, Inc , 
Burbank, $310 invoice dated September 1, terms, 5%, 10 eom. 
4 Purchased office supplies on account from the Smith Supply Co , 
Los Angeles, $35, invoice dated September 3, terms, 30 days 
8 Purchased merchandise on account from Hametts’ of Hollywood, 
Los Angeles, $100, invoice of September 5, terms, 3%, 10 eom 
10 Purchased merchandise on account from Sporting Togs, Beverly 
Hills, $210, invoice of September 8, terms, 2%, 10 eom 

12 Purchased office equipment on account from the Franklin Equip- 
ment Co , Westwood $175, invoice dated September 10, terms, 30 
days 

13 Purchased merchandise on account from Daytime Apparel, Inc, 
$180, mvoice o! September 12, terms, 5%, 10 eom 

16 Purchased merchandise on account from Harrietts’ of Hollywood, 
$235, invoice of September 13, terms, 3%, 10 eom 
16 Purchased merchandise on account from Hats by Beverly, Holly- 
wood, $240, invoice of September 15, terms, 1%, 10 eom 
23 Purchased merchandise on account from Florabell Frocks, Santa 
Monica, $300, invoice of September 20, terms, 2%, 20 days 
23 Purchased store supplies on account from Marshall Supply Co , 
Westwood, $45, mvoice of September 23, terms, 30 days 
27 Purchased merchandise on account from All-Around Clock Coats, 
Bellflower, $215, invoice of September 25, terms, 2%, 15 days 
27 Purchased merchandise on account from Glamour Gowns, Los 
Angeles, $125, invoice of September 25, terms, 4%, 15 days 
27 Purchased merchandise on account from Daytime Apparel, Inc , 
$150, invoice of September 26, terms, 5%, 10 eom 

Instructions (1) Record the above transactions m a purchases journal 
similar to the one illustrated on page 115 and in a general journal 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 

Office Equipment Page 10 Accounts Payable Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supplies Page 17 
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Also open the following accounts in the accounts payable ledger: All-Around 
Clock Coats; Daytime Apparel, Inc.; Florabell Frocks; Franklin Equipment 
Co.; Glamour Gowns; Harrietts’ of Hollywood; Hats by Beverly; Marshall 
Supply Co.; Smith Supply Co.; Sporting Togs. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts payable. 

2. During November of the current year Elliott Moran, owner of an 
electrical appliances shop, completed the following transactions: 

Nov. 1. Purchased merchandise on account from Stratton Manufacturing 
Co., Boston, $525; invoice dated October 30; terms, 1%, 10 eom. 

5. Purchased merchandise on account from Decker Electric Co., 
Boston, $450; invoice dated November 4; terms, 5%, 10 days. 

6. Received a credit memorandum for $25 from Stratton Manufactur- 
ing Co. for the return of merchandise. 

8. Purchased office equipment on account from the Dayton Equip- 
ment Co., Lynn, $340; invoice dated November 6; terms, 30 days. 

9. Purchased merchandise on account from Moore & Hardy, Fall 
River, $150; invoice dated November 8; terms, 5%, 10 eom. 

12. Received a credit memorandum for $50 from Dayton Equipment 
Co. for the return of a part of the equipment purchased on Novem- 
ber 8. 

14. Purchased store supplies on account from H. R. Browning, 210 
Main St., $65; invoice dated November 12; terms, 30 days. 

15. Purchased merchandise on account from Harris Appliances, Wor- 
cester, $415; invoice dated November 14; terms, 1%, 20 days. 

16. Received a credit memorandum for $10 from H. R. Browning for 
the return of store supplies. 

18. Purchased office supplies on account from Crane & Kline, 416 Broad 
St., $45; invoice dated November 16; terms, 30 days. 

19. Purchased merchandise on account from Stratton Manufacturing 
Co., $375; invoice dated November 18; terms, 2%, 10 eom. 

21. Received a credit memorandum for S15 from Crane & Kline for 
the return of office supplies. 

25. Purchased merchandise on account from Decker Electric Co., 
$600; invoice dated November 23; terms, 4%, 10 eom. 

26. Purchased merchandise on account from Moore & Hardy, $235; 
invoice dated November 25; terms, 3%, 10 eom. 

Instructions: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Office Equipment Page 10 Accounts Payable Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supplies Page 17 Purchases Returns and Al- 
lowances Page 31 

Also open the following accounts in the accounts payable ledger: H. R. 
Browning; Crane & Kline; Dayton Equipment Co.; Decker Electric Co.; 
Harris Appliances; Moore & Hardy; Stratton Manufacturing Co. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts payable. 
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3 During July of the current jear Taste-Rite Bakery completed the 
following transactions 

July 2 Purchased merchandise on account from Bakers’ Supplies Co , 
Knoxville, $75, invoice dated Julj 1, terms, 2%, 10 eom 
3 Purchased office supplies on account from Clark Bros , 438 Main 
St , $30, invoice dated July 2, terms 10 days 
6 Purchased merchandise on account from Prepared Flours, Inc 
Nashville, $450, invoice dated July 3, terms 1%, 5 eom 

8 Received a credit memorandum for $25 from Prepared Flours, Inc 
for the return of merchandise 

9 Purchased merchandise on account from Bakers’ Supplies Co 
$50, invoice dated July 5 terms, 2%, 10 eom 

10 Purchased store equipment on account from Mason Equipment Co , 
806 Broadway, $275, invoice dated July 9, terms, net 30 days 

10 Received a credit memorandum for $25 from Bakers’ Supplies 
Co for the return of merchandise 

17 Purchased merchandise on account from Hi-Yeast Co , Memphis 
$15, invoice dated July 17, terms 2%, 15 days 

19 Received a credit memorandum for $5 from Hi Yeast Co for the 
return of merchandise 

20 Purchased merchandise on account from Prepared Flours, Inc, 
$125, invoice dated July 19, terms \% 5 eom 

21 Purchased store supplies on account from Hedges <L Walker 1268 
Elm St , $55, invoice dated July 21 terms, net 30 days 

22 Received a credit memorandum for $10 from Prepared Flours, Inc 
for the return of merchandise 

23 Purchased merchandise on account from Central Nut and Fruit 
Products, Nashville $250, invoice dated July 22, terms, 2%, 10 days 

26 Purchased merchandise on account from Bakers' Supplies Co , $60, 
invoice dated July 22, terms, 2%, 10 eom 

27 Receiv ed a credit memorandum for $15 from Central Nut and Fruit 
Products for the return of merchandise 

31 Purchased merchandise on account from Creamery Products, 
Chattanooga $200 invoice dated July 30 terms, 2%, 10 eom 
Instructions (1) Record the above transactions m a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a purchases returns 
and allowances journal similar to the one illustrated on page 120 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 

Store Equipment Page 1 1 Accounts Pay able Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supplies Page 17 Purchases Returns and A1 

low ances Page 3 1 


Also open the following accounts in the accounts payable ledger Bakers’ 
Supplies Co , Central Nut and Fruit Products, Clark Bros , Creamery Prod 
ucts. Hedges &. Walker, Hi Yeast Co , Mason Equipment Company, Pre 
pared Flours, Inc 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger 

(4) Prepare a schedule of accounts payable 



CHAPTER VIII 
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importance of sales Sales are the first item on the profit and loss 

statement and are of first importance in the 
operation of a business. Sales measure the effectiveness of a business 
enterprise in meeting the needs of its customers. The sales figure is 
commonly quoted in business news articles and is compared with sales 
of a previous period. An increase in sales is ordinarily a good omen and 
indicates a favorable trend in the fortunes of a business. 

The number of sales transactions to be recorded in any business is 
perhaps largest next to the number of cash transactions. Cash sales 
are commonly recorded on a machine and only the total for the day 
is entered in a journal. Since cash sales involve not only a credit to 
Sales but also a debit to Cash, the journal record of cash sales is deferred 
until the next chapter. In this chapter emphasis will be placed on the 
recording of sales on account. 

SALES AND profits In the personal sendee type of business, net 

profit was determined by deducting the total 
operating expenses from sales. This net profit figure included compen- 
sation for the personal sendees of the proprietor and amounted to a 
considerable percentage of sales. In the problems given in Chapters 
V and VI, the net profit sometimes exceeded fifty per cent of sales. 

In the merchandising type of business the largest single element in 
the sales price is the cost of goods sold. It follows then that net profit 
is, in such a business, a much smaller part of the sales figure. The 
capable merchandiser gives as much attention to the kind and quality 
of his merchandise as he does to selling and general operations. For 
this reason the profit and loss statement of a trading business first 
shows gross profit and then shows net profit from operations. Gross 
profit, the intermediate stage between sales and net profit, shows the 
margin in dollars within which business operating expenses must be 
kept to show a profit. 


CREDIT TERMS AND 
SALES DISCOUNTS 


In the retail trade it is usual for those who 
buy on account to pay once a month for all 


purchases made during the previous month. In other lines of business, 
payments are made in accordance with the terms of sale, winch are 
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usually fixed by the custom of the trade The customary terms may 
be changed by an agreement between the seller and the purchaser 
Since Hiatt Home Appliances sell articles of considerable cost, it 
finds special credit terms useful All sales on account are made on terms 
of 2/10, n/30 Mr Hiatt gives customers 30 days in which to pay 
He also gives a 2% discount for cash in 10 days Such a discount 
granted to a customer is known as a sales discount 

selling operations The method of handling sales, like the method 
of handling purchases, varies greatly, depend- 
ing upon the organization of the business Every sale is made in 
response to an order received from a customer An order given a retail 
store is usually oral, an order given a manufacturing, a wholesale, or 
a mail-order business is ordinarily written 

In a retail business a safes ticket is usually prepared for a sale on 
account This sales ticket is made in duplicate or triplicate One 
copy is given to the customer, one copy is sent to the accounting 
department for use as the basis of an entry in the sales record, and 
one copy may be used as the salesman's personal record of his sales 
or for other purposes as the organization of the business requires 
In a manufacturing, a wholesale, or a mail order business a written 
order is received from a customer or from the salesman who obtained 
the order from the customer After the order has been approved by the 
credit department, it is sent to the billing department, where the 
invoice is prepared At least two copies of a sales imoice are made by 
the billing department The original is sent to the customer, and the 
carbon copy is sent to the accounting department for use as the basis 
of an entry in the sales record Sometimes additional copies of the 
invoice are made for the use of different departments of the business 
For example, the credit department may desire a copy for use m follow- 
ing up the payment of the invoice, or the treasurer may desire a copy 
so that Vie can better estimate the hands to he obtained from saVes, or 
the shipping department may need a copy as authorization to pack 
and ship the goods 

the sales invoice One of the sales invoices used by Hiatt Home 
THE°SA LESJOURNAL Appliances is illustrated on the opposite page 

It is similar in form to the purchases invoice 
illustrated in the previous chapter 

The information on each sales invoice prepared by Hiatt Home 
Appliances during May, 1950, is entered in the sales journal as shown 
on page 129 
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HIATT HOME APPLIANCES 

Jsmtt Hiatt 

9700 OLYMPIC BOULEVARD - BEVERLY HILLS. CALIFORNIA 


SoM (o Louise Anderson 
Culver City 
California 

Shipi^d Via Express Collect 


Date May 1, 1950 

No. 219 

Term. 2/l0,n/30 


1 Floor Lamp, Model 487J 
1 Floor Lamp, Model 987K 
1 Trandle Washing Machine, Model 48H 
1 Eleotric Stove, Model 3452 


40.00 

65.50 

140.00 

304.50 

jjsrm 


Sales Invoice 


SALES JOURNAL 


ACCOUNT OEBITED 
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Sales Journal 


The use of the columns in the sales journal above is, in the main, 
apparent. The column headed “Sale No.” gives the number of the 
sales invoice or the sales ticket on which appear itemized lists of the 
merchandise sold to the customers. Sales invoices ordinarily show the 
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kind, the amount and the pnce of the goods sold A copy of each 
invoice is retained and from it the information to be recorded in the 
sales journal is obtained These invoices are numbered consecutively 
and, after the entries have been recorded in the sales journal, are 
filed so as to be available for future reference The number entered 
m the Sale No column serves to identify the entrj with the sales 
invoice to which it pertains in case a future companson is desired 
The terms of the sale are stated on each invoice for the customer’s 
information As the terms are the same for all sales of Hiatt Home 
Appliances, they are not entered in the sales journal, nor are thej 
posted to the customers’ accounts 

The record of sales is known by various names such as the sales 
journal, the sales register the sales book and the sales record It is m 
reality a journal since transactions are recorded in it so that their 
effect on the accounts will be shown The sales journal is used to record 
sales of whatever product a business is engaged in selling For the 
present, only sales on account will be entered in the sales journal 

posting the sales The total of the sales on account for the 
JOURNAL month of Ma> as shown m the sales journal 

on page 129 is posted to the debit of Accounts Receivable and the 
credit of Sales in the general ledger The accounts after this posting 
are =hown below 



Accounts Receivable and Sales Accounts in the General Ledger 


The completion of the posting is indicated in the accounts b> “S47 ’ 
S ' indicates that the posting comes from the sales journal, and “47 
indicates the page of the sales journal 

The accounts receivable account shows the amount owed by all 
customers, but it does not show how much is owed by each customer 
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and when each amount is due. An account with each customer is 
therefore maintained in a subsidiary ledger known as an accounts 
receivable ledger. Postings are made daily to the accounts receivable 
ledger so that the current balance of any customer may be readily 
known. The ruling of the accounts receivable ledger is planned to 
show the balance at all times. Provision is also made in the account 
heading for the name and the address of the customer. 

The accounts receivable ledger of Hiatt Home Appliances, with 
previous balances and the postings from the sales journal for May 
entered in the accounts, is illustrated below. Since accounts in the 
accounts receivable ledger are arranged alphabetically and provision 
must be made for the insertion of new customer’s accounts, it is not 
possible to assign them page numbers. Postings to the accounts 
receivable ledger are therefore indicated by a cheek mark (V) in the 
sales journal. However, the sales journal page is shown in the posting 
reference column of the accounts receivable ledger. 


NAMC 

AOO»c*n 

d DATC 


JL. 

C* f 4 r* 






<-a > 


ITEMS 


/*S m 0 j 


il 


W -// 


DEBIT CREDIT 

S SO if i? 


balance 

SS O r i 


NAMC 

Acenc-s 


A- <Z 


I DATE 


ITEMS 


Rtr 


DEBIT 


\9/Uy 


s 

a? 


t-j , / 5 c c o 
y/, 6 ’ 5 & O 0 


CREDIT 


si 


I 

i I 
I 


BALANCE 

/ l 5 C 6 J 
X C 0 C C 0 


NAMC 

Access 




r 


1 Jo. I 2 / ' 
W«y- X 


ft * * < f "l 

/ 



ITEMS 


DEBIT CREDIT 

BALANCE 


1 

7 ~ C 0 0 

7 S c C 


,/ 7 

' c r r o 

C c r r r 


^\n 

S O C o 0 

/ / & / ' / 


Accounts Receivable Ledger 



132 


ACCOUNTING PRINCIPLES 


ICh 8 




etfv . 


xa 4L / a o o o o 
d ¥7 C> SO 0 0 


/ 0 o o\ 
r cso\ 




25 xj 4j 4 0 C 0 

27 / v- 27 


40 olo o , 

400 00 4— I, 


m m , OZ^-l 12JI 10*1 


Dare IIL M5 

■sr 

DEB T CBED T 

BALANCE 

.... 

r 

iZ !f 

Y/Uy r 

>/ ^ 
a/ 47 

J i COCO 

7 0 0 0 0 

3 t 0 o\ 
45 0 0 

0 o\ 
0 0. 

1 






DATE TEMS 


DEB T C"ED T 

BALANCE 


U 

A00RE55 **'.£*' 7/lrr '-taY<^rVm**s 

d 4i 

Cso 00 

1 65o\ 

0 0 

j 

DATE 


„„ T fBcn T 

BALANCE 


iZ r zs 

*/ *7 

***** J 

. ( cool 

n 

«« CL^yti/z- 

ADDRESS -T-— ' 





DATE ITEX5 

’27 

DEBT CREDT 

BALANCE 



k/ 44 

50000 J 

l! 



l 


Accounts Receivable Ledger — Concluded 



Ch. SI 


ACCOUNTING FOP. SALES 


133 


After the posting has been completed, a schedule of accounts 
receivable may be prepared in the following form: 
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Schedule of Account*? Recftfvahfft 


This schedule shows the balance in each customer's account and 
the total of the accounts receivable. Since the same amounts are 
posted as a total to the accounts receivable account in the general 
ledger and individually to the customers' accounts in the accounts 
receivable ledger, the total of the schedule of accounts receivable- 
should equal the balance of the accounts receivable account in the 
general ledger. If there is a difference, the error should he discovered 
before the work Is continued. 

Since the balance of the accounts receivable account Is equal to the 
sum of the balances of the accounts in the accounts receivable ledger, 
it Is apparent that the customers' accounts might be used in the genera 1 
ledger instead of the accounts receivable account. But the u..e of the 
controlling account Accounts Receivable and the aurvidiary ledger I-. 
generally recommended. Having the customers' accounts in a. separate 
ledger facilitates posting. Furthermore, the use- of the controlling 
account removes detail from the general ledger and facilitates the 
preparation of the trial balance and the accounting r La torrents. 
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ordinarily considered better to debit an account known as Sales Returns 
and Allowances. When tins plan is followed, the books show the total 
sales and the total credits allowed, information that may be of value 
in the planning of future sales. The seller must also credit the accounts 
receivable account in the general ledger and the customer’s account 
in the accounts receivable ledger. 

On May 29, Hiatt Home Appliances issued a credit memorandum 
for $400 to Earl Mandeb a customer, for merchandise returned. The 
entry could be recorded in the general journal as follows: 
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General Journal Entry For Sales Return 


Note that the credit is posted both to the accounts receivable 
account, which appears on page 4 of the general ledger, and to the 
customer’s account in the subsidiary ledger. Both postings are indi- 
cated in the posting reference column in the journal. After the posting 
has been completed, the accounts receivable account and the customer's 
account appear as follows: 
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After the Posting of a Return 
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If such transactions are frequent, a special column may be provided 
in the general journal so that the credits to the accounts receivable 
account can be posted as a total. Sometimes a separate journal, termed 
a sales returns and allowances journal, is used to record these transac- 
tions. Such a journal is illustrated below: 


SALES RETURNS AND ALLOWANCES JOURNAL 
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Sales Returns and Allowances Journal 

The individual items in the Amount column are posted frequently, 
usually daily, to the credit of the customers' accounts in the accounts 
receivable ledger. At the end of the month the total of the Amount 
column is debited to Sales Returns and Allowances and is credited to 
Accounts Receivable in the general ledger. 

USING sales invoices Sometimes, instead of using a sales journal, 
as A SALES journal a business has carbon copies of its sales in- 
voices bound together and uses them as a sales journal. When this is 
done, the total of each invoice is posted direct to the customer’s account 
in the accounts receivable ledger. At the end of the month an adding 
machine list is made of all the invoices. An entry is then made in the 
general journal debiting Accounts Receivable and crediting Sales for 
the total sales for the month. For example, if the adding machine list 
shows that the sales on account for the month are $8,150, the following 
journal entry may be made: 

i 

. , ! 

June SO, Accounts Receivable J S, 150 00 

Sales 

To record the total sales for 
the month. 1 


S, 150 00 
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QUESTIONS 

1. Would you recommend the use of sales and purchases journals for the 
following businesses (a) a cafeteria, (b) a wholesale drug company, 
(c) a retail drug store doing a cash business, (d) a gardener who raises 
vegetables and sells them m a neighboring city 7 

2 Robert King, a retail clothier, makes about two hundred charge sales 
each month His bookkeeper records these sales in a general journal How 
much work would be saved (a) in recording and (b) in posting these 
transactions if a sales journal were used 7 

3 An error is made m adding the amounts m the sales journal, and as a 

result the total is posted as $3,125 50 instead of $3,155 50 (a) What 

effect will this error have on the tnal balance 7 (b) How will the error be 
discovered 7 

4 As an accommodation, the bookkeeper for Black and White sells a 
customer 50 three-cent stamps and charges the amount to the latter’s 
account (a) In what journal would this sale be recorded 7 (b) Give the 
entry and indicate how it is posted 

5 The account of Frank Miller m the accounts receivable ledger has a 
debit balance of $150 Miller sends his check for $140, accompanying it 
with a letter stating that the check is being sent "in full of account ” The 
bookkeeper enters the receipt and rules the account as if it were m balance 

(a) Will this error affect the tnal balance taken at the end of the month 7 

(b) Will it affect the proof of the subsidiary ledger 7 

6 The following account is a controlling account in the ledger of Thomas 
Hales 


Oct 31 (a) 12 $3,800 j Oct 10 (b) 9 $30 

(1) Give the name of the account 

(2) Name the journals for postings (a) and (b) 

7. Is it more or less likely that a business will use carbon copies of its sales 
invoices as a sales journal than that it will use carbon copies of its pur- 
chases invoices as a purchases journal 7 Why 7 

8 James Poole’s accounts show the following information at the end of a 
fiscal period sales, $8,000, beginning inventory, $2,000, purchases, 
$5,000 His inventory at the end of the period is $1,000 

(a) What is the cost of goods sold’ 

(b) What is the gross profit 7 

(c) What additional information will be needed to obtain the net profit 7 
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PROBLEMS 

1. During June of the current year Peter L. Milnor, a hardware merchant, 
completed the transactions given below. The terms of all sales were 
2/10 eom. 

June 4. Sold merchandise on account to Howard Rogers, 209 Derby St., 
sale No. 114, $600. 

11. Sold merchandise on account to E. L. Clark, 4221 Castle Place, 
sale No. 115, $450. 

14. Sold merchandise on account to M. A. Stevens, 3485 Minot Avenue, 
sale No. 116, $525. 

18. Issued credit memorandum for $50 to E. L. Clark for merchandise 
returned by him. 

21. Sold merchandise on account to C. D. Marshall, Milford, sale 
No., 117, $275. 

23. Sold merchandise on account to Louis A. Ashley, 542 Smith Road, 
sale No. 118, $495. 

25. Issued credit memorandum for $25 to C. D. Marshall for mer- 
chandise returned by him. 

28. Sold merchandise on account to Boyd Graham, Lebanon, sale 
No. 119, $360. 

Instructions: (1) Record the above transactions in a sales journal similar 
to the one illustrated on page 129 and in a general journal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Accounts Receivable Page 5 Sales . . Page 27 

Sales Returns and Allowances. Page 28 

Also open the following accounts in the accounts receivable ledger: Louis A. 
Ashley; E. L. Clark; Boyd Graham; C. D. Marshall; Howard Rogers; M. A. 
Stevens. 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts receivable. 

2. During October of the current year the Weldon Shoe Company com- 
pleted the following transactions. The terms of all sales were 2 10 eom. 

Oct, 1. Sold merchandise on account to Baker Dept. Store, Los Angeles, 
sale No. 541, $250. 

3. Sold merchandise on account to Lewis Bootmakers, Beverly Hills, 
sale No. 542, $200. 

5. Issued credit memorandum for $50 to Baker Dept. Store for mer- 
chandise returned by it. 

7. Sold merchandise on account, to Children's Bootery,- Denver, sale 
No. 543, $150. 

12. Sold merchandise on account to Leonard’s Shop, Phoenix, sale 
No. 544, $475. 

15. Issued credit memorandum for $35 to Leonard’s Shop for mer- 
chandise returned by it. 
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Oct 16 Sold merchandise on account to Lewis Bootmakers, Beverly Hills, 
sale No 545, §225 

19. Sold merchandise on account to Alden Sport Shop, Palm Springs, 
sale No 546, §500 

21 Issued credit memorandum for §25 to Lewis Bootmakers for mer- 
chandise returned by them 

21 Sold merchandise on account to Baker Dept Store, Los Angeles, 
sale No 547 $175 

25 Sold merchandise on account to Children’s Bootery, Denver, sale 
No 548, §75 

26 Sold merchandise on account to Fashion Frontier, Las Vegas, sale 
No 549, §375 

29 Issued credit memorandum for §10 to Children’s Bootery for mer- 
chandise returned by it 

Instructions (1) Record the above transactions m a sales journal and a 
sales returns and allowances journal 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 

Accounts Receivable Page 5 Sales Page 28 

Sales Returns and Allowances Page 29 

Also open the following accounts in the accounts recenable ledger Alden 
Sport Shop, Baker Dept Store, Children s Bootery, Fashion Frontier, 
Leonard's Shop, Lewis Bootmakers 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger 

(4) Prepare a schedule of accounts receivable. 
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NATURE OF CASH More transactions affect the cash account 

than any other single account. For this 
reason special journals are used most frequently for cash transactions. 
This chapter describes the use of special-column cash journals that 
greatly decrease the labor of recording transactions. They are the 
cash receipts journal and the cash payments journal. In some instances 
these two journals are combined into a cashbook. 

Cash is the most liquid of all the assets of a business. Care must be 
taken in the handling of cash in order to insure a complete accounting 
for all cash transactions. The generally recommended procedure is 
to deposit all cash receipts in the bank so that bank deposits will 
equal cash’ receipts. When this is done, all cash payments must be 
represented by checks drawn on the bank. This procedure provides 
a double record of cash, since the bank’s report on deposits and checks 
should agree with the cash journal records of receipts and payments. 

SOURCES OF The two chief sources of cash receipts are 

cash receipts cash sales and collections from customers who 

have bought on account. When a customer takes advantage of a cash 
discount, the amount of cash received is less than the amount of the 
invoice for which payment is received. These facts determine the 
special columns to be used in the cash receipts journal. By providing 
special columns for (1) cash sales, (2) accounts receivable, and (3) sales 
discounts, it is possible to accumulate monthly totals and reduce the 
posting labor. A cash receipts journal with special columns for cash 
sales, accounts receivable, and sales discounts is shown on page 140. 


THE CASH receipts In the five-column cash receipts journal of 
journal Hiatt Home Appliances, the first money 

column, General Cr., is for the credits for which no special column is 
provided. The Sales Cr. column is used in recording sales for cash. 
Each cash sale is not recorded separately; instead all cash sales are 
entered individually in the cash register and totals are recorded daily 
or at other intervals in the cash receipts journal. In this illustration 
they are recorded approximately weekly. The Accounts Receivable 
Cr. column shows the credit given each debtor for a cash payment. 
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The Sales Discount Dr column shows the amount of the sales dis 
count granted the debtor The Cash Dr column shows the actual 
amount of cash received in each transaction 

At frequent intervals during the month, preferably daily, the 
amounts entered in the Accounts Receivable Cr column are posted to 
the credit of customers’ accounts in the accounts receivable ledger 
Check marks are placed m the posting reference column opposite 
these entries to show that they have been posted During the month 
the amounts in the General Cr column are posted to the appropriate 
accounts in the general ledger, and the posting is indicated by the 
ledger page numbers written in the posting reference column The 
items in the Sales Cr column are not posted individually but are 
posted only as a total to the sales account Check marks are placed 
in the posting reference column opposite these amounts to show that 
they have been properly taken care of 
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Cash Receipts Journal 


At the end of the month the several columns are footed To check 
the accuracy of the footings, the equality of debits and credits may be 
proved by a listing similar to the following 

Debit Totals Credit Totals 

Sales Discount $ 143 General $ 230 

Cash 12 037 Sales 4 550 

Accounts Receivable 7 400 


$12 180 


$12 180 
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If the debits and the credits are found to be equal, the totals are 
entered in the cash receipts journal and the book is ruled in the m ann er 
shown in the illustration. 

Since the items in the General Cr. column have been posted in- 
dividually to accounts in the general ledger, a check mark is placed 
below the total of this column to indicate that this amount is not to be 
posted. The totals of the other four money columns are posted to the 
appropriate accounts in the general ledger. The completion of the 
posting of each column total is indicated by the page number of the 
ledger account written in parentheses immediately below the total. 

_ Three postings are made in the month of May 
CONTROL WITH SUB- to the controlling account Accounts Receiv- 
SIDIARY ledger able as a result of the transactions recorded 

in this and the preceding chapter. They are: (1) May 31, total of sales 
on account from the sales journal, $5,950; (2) a sales return and allow- 
ance on May 29 from the general journal, $400; and (3) on May 31 the 
total of cash received on account, $7,400. The controlling account 
with its opening balance of $6,000 and these three postings is shown 
below: 
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Accounts Receivable Account at the End of the Month 


While the posting of column totals from the cash receipts journal 
to the general ledger must be deferred until the end of the month, 
postings to the customers’ accounts should be made daily. It is ad- 
visable to have the exact amount receivable from each customer 
available currently in the accounts receivable ledger. In approving 
sales for additional credit, it is useful to know just how much the 
customer owes; in fact, a review of his paying practices as shown by his 
account helps materially in credit granting. 

The accounts receivable ledger of Hiatt Home Appliances is shown 
below after the postings from the cash receipts journal have been 
completed. These accounts also show the postings from the sales 
journal and from the general journal presented in earlier chapters. 
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Accounts Receivable Ledger at the End of the Month 
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Accounts Receivable Ledger at the End of the Month — Concluded 

A schedule of accounts receivable, showing the amounts owed by 
each customer on May 31, 1950, is shown on page 144. The total of the 
schedule, $4,150, is the same as the balance of the controlling account, 
Accounts Receivable, shown on page 141. This equality is evidence 
that the work has been completed accurately and that the entries in 
the individual customers’ accounts have been properly summarized 
in the controlling account in the general ledger. 
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Schedule of Accounts Receivable 

cash payments Cash payments consist primarily of cash paid 

(1) for operating expenses and (2) for amounts 
due creditors Since operating expenses are distributed among many 
accounts, Hiatt Home Appliances does not set up a special column for 
each of them Special columns are used for payments to creditors and 
for recording the purchases discounts taken The cash payments 
journal shown on page 145 provides special columns for Accounts 
Payable Dr and for Purchases Discount Cr 

THE cash payments Transactions for the month of May, 1950, are 
JOURNAL shown entered m the four-column cash pay- 

ments journal of Hiatt Home Appliances The first money column 
General Dr , is for the debits for which no special column is provided 
The Accounts Payable Dr column shows the credit received from each 
creditor for a cash payment The Purchases Discount Cr column 
shows the amount of the purchases discount granted by the creditor 
The Cash Cr column shows the actual amount of cash paid 

At frequent intervals during the month, preferably daily, the 
amounts entered in the Accounts Payable Dr column are posted to the 
debit of creditors’ accounts in the accounts payable ledger Check 
marks are placed in the posting reference column opposite these entries 
to show that they have been posted During the month the amounts 
in the General Dr column are posted to the appropriate accounts in 
the general ledger, and the posting is indicated by the ledger page 
numbers written in the posting reference column 
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CASH PAYMENTS JOURNAL 
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Cash Payments Journal 

At the end of the month the several columns are footed. To check 
the accuracy of the footings, the equality of debits and credits may be 
proved by a listing similar to the following: 


Credit Totals 

Purchases Discount $ 210 

Accounts Payable 9,050 Cash 11,065 


Debit Totals 

General $ 2,225 


$11,275 


$11,275 
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If the debits and the credits are found to be equal, the totals are 
entered in. the cash payments journal and the book is ruled in the 
manner shown m the illustration. 

Since the items in the General Dr. column have been posted in- 
dividually to accounts in the general ledger, a check mark is placed 
below the total of this column to indicate that this amount is not to be 
posted. The totals of the other three money columns are posted to the 
appropriate accounts in the general ledger. The completion of the 
posting of each column total is indicated by the page number of the 
ledger account written in parentheses immediately below the total. 

COMPARISON OF Three postings are made in the month of May 

control WITH to the controlling account Accounts Payable 

subsidiary ledger as a result of the transactions recorded in 
this and the preceding chapter. They are (1) May 31, total of pur- 
chases on account from the purchases journal, $7,850; (2) a purchase 
return and allowance on May 22 from the general journal, $750; and 
(3) on May 31 the total of cash paid on account, $9,050 The controlling 
account with its opening balance of $8,875 and these three postings is 
shown below; 



Accounts Payable Account at the End of the Month 


While the posting of column totals from the cash payments journal 
to the general ledger must be deferred until the end of the month, 
postings to the creditors’ accounts should be made daily. It is advisable 
to have the exact amount owed to each creditor available currently 
in the accounts payable ledger. 

The accounts payable ledger of Hiatt Home Appliances is shown 
on pages 147 and 148 after the postings from the cash payments 
journal have been completed. These accounts also show the postings 
from the purchases journal and from the general journal presented in 
earher chapters. 
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Accounts Payable Ledger at the End of the Month 




Schedule of Accounts Payable 
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discounts on S the Purchases discount is usually reported on the 
PROFIT AND loss profit and loss statement as other income; 
STATEMENT sales discount, as other expense. 

Items listed on the statement under the headings “Other Income” 
and “Other Expense” affect the net profit or the net loss of the enter- 
prise. They are considered apart from items representing the ordinary 
operations of the business and are therefore commonly placed at the 
end of the statement. A common method of reporting cash discounts 
on the profit and loss statement is illustrated below: 


s'. SSI /f. 

/Is /' 

%£-/9ufi£. 




SOOOOO 


£ 0 0 0 0 

I 

j 

Z O 0 0 0 


40 6 0 0 

J S 4 o ooo 


Partial Profit and Loss Statement Showing 
Purchases Discount and Sales Discount 


If the other expense is greater than the other income, the other 
expense may be reported first, the difference may be labeled “Net 
Subtraction,” and it may be subtracted from the net profit from opera- 
tions to obtain the net profit. 


THE depositor’s Checks have taken the place of currency in 
bank account the more important transactions involving 

receipts and payments; in fact, checks are treated as cash on accounting 
records. When a businessman uses checks, it is assumed that he has 
previously made deposits in the bank on which the checks are drawn. 
The deposits may consist largely of the checks of his customers. This 
use of a bank account is invariably recommended by accountants. The 
bank account safeguards and provides a better record of cash. 

The forms commonly used by the depositor in dealing with his 
bank are: 


Name 

1. Signature card. 

2. Deposit ticket. 

3. Passbook. 

4. Checkbook. 

5. Bank statement. 


Function 

Provides the bank v/ith the authentic signature 
of the depositor. 

Furnishes the bank v/ith the depositor’s record 
of a deposit. 

Provides the depositor with the bank’s record 
of a deposit 

Furnishes the depositor with a paying medium. 

Provides the depositor with a periodic statement 
showing the condition of his account. 
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The Signature Card Before the first deposit is made, the bank 
requires the depositor to sign his name on a signature card This card 
provides the bank with a means of identifying the depositor’s signature 
when it appears on checks drawn on the bank 

The Deposit Ticket When a deposit is made, the depositor lists the 
currency and other items of cash on a printed form provided by the 
bank This form is known as a deposit ticket On it the depositor enters 
his name, the date the total amounts of bills and specie, and the 
amounts of the individual checks Opposite the amount of each check, 
the depositor should enter the name of the local bank or the address 
of an out of city bank on which the check is drawn, or the numbers of 
the American Bankers Association that are printed on the check 
A simple form of deposit ticket is shown in the illustration below 

The Passbook At the time of the 
first deposit the bank gives the de- 
positor a book, known as a passbook, 
in which a record is made of each 
deposit When the depositor presents 
his deposit and deposit ticket to the 
bank teller, he should also present this 
passbook The teller enters the 
amount of the deposit in the passbook 
This entry serves as the depositor’s 
record of the transaction The teller 
retains the deposit ticket and from 
this a record of the transaction is made 
in the books of the bank In some 
instances a duplicate deposit ticket, 
signed by the teller, is used in place 
of the entry in the passbook 

The Checkbook A written order Deposit Ticket 

signed by a depositor ordering the 

bank to pay money from the amount deposited to his account is 
known as a check Checks may be issued from bound books that 
provide a stub record, as shown in the illustration on page 151, or they 
may be prepared on the typewriter, in which case a carbon may take 
the place of the stub record When the stub is used, it should always 
be filled out before a check is written, otherwise it may be overlooked 
until after the check has been sent out and the data for the stub are 
no longer available 
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Checkbook 


Bank Statement. Most banks give monthly statements to their 
depositors. The bank statement shows the amount on deposit at the 
beginning of the month, the amounts deposited during the month, 
the amounts withdrawn during the month, and the balance on hand 
at the end of the month. This statement is accompanied by the 



Bank Statement 



152 


ACCOUNTING PRINCIPLES 


[Ch 9 


depositor's checks that have been paid by the bank These checks are 
stamped, or canceled, to show that they have been paid and are there* 
fore known as canceled checks A typical form of bank statement is 
shown in the illustration at the bottom of page 151 

The balance on the bank statement will usually not agree with the 
balance shown by the depositor's record on the check stubs One 
reason for this discrepancy is that some checks which the depositor 
has issued and has therefore subtracted from his bank balance will not 
have been presented to the bank at the time the bank statement is 
prepared and consequently will not have been subtracted from the 
depositor’s balance in the records of the bank Other reasons for dis- 
crepancies are discussed below 

The depositor should reconcile the bank statement with his record 
This is done in the following manner 

(1) All deposits listed on the bank statement should be compared with the 
deposits shown on the check stubs Deposits not shown on the bank 
statement should be added to the bank balance Deposits not shown 
on the check stub record should be added to the checkbook balance 

(2) All canceled checks received from the bank should be compared with 
the check stubs The numbers and the amounts of all checks that 
have not been returned by the bank should be listed The total shows 
the outstanding checks not yet paid by the bank This amount should 
be deducted from the bank statement balance 

(3) Errors that incorrectly decreased the checkbook balance should be 
added to that balance and errors or unrecorded bank charges that 
decrease the checkbook balance should be subtracted from that 
balance 

After the check stub balance has been adjusted for items on the 
bank statement and the bank statement has been adjusted for items 
on the check stubs, the two amounts should agree The statement 
showing these adjustments is called a reconciliation of bank balance 
and is illustrated below 


Reconciliation of Bank Balance March 31. 1950 


Balance in checkbook $1 358 40 

Add 

Collection of note $200 00 
Error on stub #48 3 50 203 50 

$1,561 90 

Deduct 

Collection charge $ 1 50 
Account charge for 
March 6 40 7 90 


Balance on bank statement $1 438’ 
Add Deposit March 31 207 1 

$1 645 . 

Deduct 

Outstanding checks 
No 141 $10 00 

144 5 50 

145 47 80 

146 28 40 91 r ‘ 

Corrected bank balance $1,554 C 


Corrected checkbook balance $1 554 00 
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If the cash receipts journal and the cash payments journal have 
not been totaled and posted before the bank statement is reconciled, 
unrecorded charges made by the bank may be recorded as payments 
and unrecorded amounts collected by the bank may be recorded as 
receipts in the journals for the current month. If the journals for the 
month have been totaled and posted, these entries should be made in 
the journals for the new month. 

CASH short It is possible to prove cash at any time by 

and OVER comparing the cash actually on hand and in 

the bank with the cash balance as shown by the records (beginning 
cash balance plus cash receipts minus cash payments). If there is a 
discrepancy between the actual cash and the balance shown by the 
cash records and if no error can be found and it must therefore be 
assumed that a mistake was made in maldng change, an entry is made 
debiting or crediting an account known as Cash Short and Over. If the 
actual cash is less than the balance shown by the cash records, an 
entry is made in the cash payments journal debiting Cash Short and 
Over and crediting Cash. If the actual cash is greater than the balance 
shown by the cash records, an entry is made in the cash receipts journal 
debiting Cash and crediting Cash Short and Over. 

If, at the end of a fiscal period, the cash short and over account has 
a debit balance, the balance will be considered one of the general 
expenses. If it has a credit balance, the balance will be included in the 
other income section on the profit and loss statement. 

CORRECTING ENTRIES Errors are occasionally made in recording 

transactions. Errors in books of original 
entry or in the ledger should not be erased. Erasures may lead one 
examining the books to believe that entries have been altered by the 
bookkeeper to defraud the owner, since an erasure does not indicate 
the reason for the change. 

When the wrong amount is recorded in a book of original entry, 
the error may be corrected by drawing a line through the incorrect 
amount and writing the correct amount above. If the entry has been 
posted, but the accounts affected have not been closed, the error may 
be corrected in this way. In tiffs case care must be taken to make the 
correction in both the book of original entry and the ledger. 

If the wrong account was indicated in the book of original entry and 
the entry was thus posted incorrectly, or if an amount was merely 
posted to the wrong account, the correction is ordinarily made by a 
journal entry. The amount entered in the wrong account might be 
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canceled and the entry might be made in the correct account; but this 
method would not indicate the reason for cancellation It is therefore 
better to make the journal entry so that the full explanation will be 
given For example, an expenditure for the services of clerks in a store, 
which should have been charged to Sales Salaries, was recorded as a 
debit to Office Salanes The correcting entry would be made in the 
general journal as follows 


/%«*• 3 / 

X /JO -tr- — 

a,Ur-- <■> afy jav-Cus 



A complete explanation should be given in a correcting entry to 
explain the error Reference to this correcting entry should also be 
made on the page where the error occurred 

All errors that are discovered after the end of the fiscal period and 
that affect ruled books of original entry, such as the sales or the pur- 
chases journals, or that affect accounts that have been closed or ruled, 
are corrected by journal entnes In such cases the correction may be 
made more quickly by a journal entry than by changing amounts 
The journal entry is also understood more readily than a change in an 
amount affecting the total of a book or an account When the entry 
affects only asset or liability accounts, the debit and the credit needed 
to correct the error are made to those accounts When an error affects 
the amount of the net income of a previous fiscal period, a debit or a 
credit is made to the capital account instead of to the income or the 
expense account, since all income and expense accounts have been 
closed and the net profit or the net loss for the period has been trans- 
ferred to the capital account 

For example, a payment of $300 for advertising has been oharged 
as an expense applicable to a particular month, although it is for space 
m a newspaper for a period of six months If the error is discovered 
after the books have been closed, the following entry is made 


Arts . 
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The method of correcting errors will, to some extent, depend on the 
nature of the errors and the circumstances surrounding them. While 
the bookkeeper has considerable latitude in the methods used, he 
must make the corrections and the explanations so clear that they can 
be readily understood by any one examining the records. 

QUESTIONS 

1. Should the less experienced bookkeeper be assigned to the general 
journal or to one of the special journals? Why? 

2. Ray S. Hardin posts to customers’ and creditors' accounts each day, 
but he makes all other postings at the end of the month, (a) Is his general 
ledger always in balance? (b) If it is not, when can its accuracy be proved? 

3. Describe the two related transactions indicated in the “T” accounts 
below : 

Cash Accounts Payable Purchases Pur. Discounts 

j (b) 1,568 (b) 1,600 j (a) 1,600 la) 1,600 j j (b' 32 

4. Don Cooper pays several invoices that are subject to cash discounts. 

The date of each invoice, the terms, the amount and the date of payment 
are given in the following table. How much is the payment in each case? 


Date of 



Date or Invoice 

Terms 


Amount 

Payment 

(a) 

October 4 

2 10, n 30 


$200 00 

October 13 

(b) 

October 11 

3 10, 1 30, n 

60 

500 00 

October 20 

(c) 

October 14 

1 15, n 60 


400 00 

October 28 

(d) 

October 18 

3/10, 1/30, n 

60 

300.00 

November 16 

(e) 

October 23 

2/10, n/30 


100.00 

November 20 


5. E. H. Slocum finds that his cash on hand by actual count is S148.32 
but that his cash balance as shown by his cash journals is $146.32. Is his 
cash short or over? Give the entry needed to correct his records. 

6. The bookkeeper for Robert Baird records a payment of $100 as $200. 
When and how will this error be discovered? 

7. The account at the right is a 

controlling account for either ac- 
counts receivable or accounts pay- 
able: Jan. 31 

(a) Give the name of the account. 

(b) Name the journal from which 
each posting in the account 
was made. 


1950 

8,600 Jan. 14 150 

31 4,500 
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8. Elmer Brown purchases merchandise on October 14 from J M Dudley 
for $1,200 on terms of 2/10, n /BO Due to damage in packing, Dudley 
allows a credit of $100 Brown pays the account in full on October 21 
Give the entries to be made to record these transactions 

9. There are eight mistakes in the special journal forms shown below 
List them 


Cash Payments Journal 


'ATE 


Post 

Ref 


i Explanation 


Account Credited I 


General) 

Cr 


Sales) Accts Rec 
Dr Cr 


Sales |Cas 
Dis Cr Dr 


Purchases Journal 


)ATE 

Purchase 

No 

Account Debited 

Address 

Date of 
Entry 

Post 

Ref 

Amount 

Terms 










PROBLEMS 

1. The following purchases, cash payments, and general journal transac 
tions were completed during the month of April, 1950, by William Hunt 
April 1 Paid rent for two months, $350 

3 Purchased merchandise on account from Hall Manufacturing Com 
pany, Cleveland, Ohio, $2,000, invoice dated April 3, terms, 
1/15, n/30 

10 Paid cash for returned sales, $200 

11 Purchased merchandise on account from Master Equipment Co, 
Louisville, Kentucky, $2,600, invoice dated April 10, terms, 
1/10, n/30 

Post to the creditors accounts in the accounts payable ledger 

12 Paid invoice of April 3 less discount to Hall Manufacturing Com- 
pany 

15 Purchased merchandise on account from Wallace Products, Inc, 
Chicago, Illinois $1,850, invoice dated April 14, terms, 2/15, n/30 

19 Paid invoice of April 10 less discount to Master Equipment Co 

21 Purchased merchandise from Hall Manufacturing Company, $1,750, 
invoice dated April 21, terms, 1/15, n/30 

25 Purchased merchandise for cash, $500 

Post to the creditors’ accounts in the accounts payable ledger 

28 Paid invoice of April 14 less discount to Wallace Products, Inc 

29 Returned merchandise to Hall Manufacturing Company, $225 

29 Paid utility bills, $28 

30 Withdrew for personal use, $400 

30 Paid salaries for the month as follows office salaries, $150, sales 
salaries, $450 
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Inslruclio7is: (1) Record the transactions in a special cash payments 
journal similar to the one illustrated on page 145, a purchases journal similar 
to the one illustrated on page 115, and a general journal. Number the pur- 
chases beginning with 1501. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 


Cash . . . 

Page 1 

Purchases Returns 

Prepaid Rent 

Page 7 

Sales Salaries 

Accounts Payable 

Page 8 

Office Salaries 

William Hunt, Personal 

Page 11 

Misc. General Expense 

Sales Returns 

Page 17 

Purchases Discount 

Purchases . 

Page 18 



Page 19 
Page 20 
Page 22 
Page 23 
Page 24 


Also open the following accounts in the accounts payable ledger: Hall Manu- 
facturing Company; Master Equipment Company; Wallace Products, Inc. 

(3) Post from the three journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a trial balance. 

(5) Prepare a schedule of accounts payable. 


2. The following sales, cash receipts, and general journal transactions 
were completed during the month of April, 1950, by William Hunt. The 
terms of all sales on account are 2/10, n /30. 


April 1. 
3. 
7. 

9. 

12 . 

15. 

19. 

21 . 

22 . 

23. 

26. 

28. 

30. 


Invested $3,000 cash. 

Sold merchandise to George Hill, Santa Ana, California, $2,750. 
Sold merchandise to L. Adair, Whittier, California, $1,650. 

Post to the customers’ accounts in the accounts receivable ledger. 
Received cash from George Hill for invoice of April 3 less discount. 
Sold merchandise to Donald Ferguson, Denver, Colorado, $850. 
Cash sales for April 1-15, $1,775. 

Received cash, $1,650, from L. Adair for invoice of April 7. 
Received cash for returned purchases, $100. 

Post to the customers’ accounts in the accounts receivable ledger. 
Received cash from Donald Ferguson for invoice of April 12 less 
discount. 

Sold merchandise to George Hill, $2,575. 

Sold merchandise to Donald Ferguson, $925. 

Allowed George Hill credit for returned merchandise, $175. 

Cash sales for April 16-30, $2,500. 


Instructions: (1) Record the transactions in a special cash receipts 
journal similar to the one illustrated on page 140, a sales journal similar to 
the one illustrated on page 129, and a general journal. Number the sales 
beginning with 601. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 


Cash Page 1 

Accounts Receivable Page 3 

William Hunt, Capital . . Page 10 

Sales Page 16 


Sales Returns. 
Purchases Returns 
Sales Discount . . . 


. . Page 17 
Page 19 
. . Page 26 
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Also open the following accounts in the accounts receivable ledger: L Adair, 
Donald Ferguson, George Hill 

(3) Post from the three journals to the accounts receivable ledger and 
the general ledger 

(4) Prepare a tnal balance 

(5) Prepare a schedule of accounts receivable 

3. In this problem you are to record and post the transactions of Paul 
Crane, who began business on June 1 of the current year. 


Instructions (1) Open the following accounts in the general ledger, 
using the page numbers indicated 


Cash 

Page 

1 

Sales Returns 

and Allow- 

Accounts Receivable 

Page 

2 

ances 

Page 12 

Store Equipment 

Page 

3 

Purchases 

Page 13 

Office Equipment 

Page 

4 

Purchases Returns and Al- 

Store Supplies 

Page 

5 

lowances 

Page 14 

Office Supplies 

Page 

6 

Sales Salaries 

Page 15 

Prepaid Rent 

Page 

7 

Office Salaries 

Page 16 

Accounts Pay able 

Page 

8 

Miscellaneous 

General Ex- 

Paul Crane, Capital 

Page 

9 

pense 

Page 17 

Paul Crane, Personal 

Page 10 

Purchases Discount Page 18 

Sales 

Page 11 

Sales Discount 

Page 19 


(2) Open the following accounts in the accounts receivable ledger John 
Edwards, Maxwell Co , George McCall, Bradley Page 

(3) Open the following accounts in the accounts payable ledger Blaine &. 
Snyder, Carson &. Custer, C A Cochrane &, Co , Fiske <L Taj lor, Rex Prod 
ucts, Spratt, Inc , Stanley Equipment Co 

(4) Record the transactions m a purchases journal similar to the one 
illustrated on pages 122 and 123 a purchases returns and allowances journal 
page 120 a sales journal, page 129 a sales returns and allowances journal, 
page 135, a cash receipts journal, page 140, and a cash payments journal, 
page 145 Number the purchases beginning with 1, and number the sales 
beginning with 1 

June 1 Inv ested $7,800 cash 

1 Paid rent for two months, $400 

1 Sold merchandise on account to John Edwards, 346 Main Street, 
$500 The terms of all sales on account are 2 10, n/30 
'if' Purchased merchandise on account from Spratt, Inc , New York, 
S $1,700, invoice dated June 1, terms, 1/10, n/30 

4 Purchased merchandise for cash, $250 

^ 5 Purchased store supplies on account from Carson <5L Custer, 201 Main 
Street, City, $25 50, invoice dated June 5, terms, net 30 day a 

5 Received credit from Spratt, Inc for merchandise returned to 
them, $75 

Post from all journals to the accounts receivable ledger and the 
accounts pay able ledger. 
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June 8. Received $490 from John Edwards for invoice of June 1 less dis- 
count. 

S. Sold merchandise on account to Maxwell Co., 915 Broadway, $350. 

10. Purchased merchandise on account from Rex Products, Chicago, 
$1,600; invoice dated June 9; terms, 2,10, n/30. 

10. Cash sales for June 1-10, $825. 

11. Sent a check to Spratt, Inc. in payment of invoice of June 1 less 
the return of June 5 and less discount. 

Note that the amount of the return must be subtracted from the 
face of the invoice before the discount is calculated. 

11. Purchased office equipment on account from Stanley Equipment 
Co., Buffalo, $750; invoice dated June 10; terms, net 60 days. 

13. Received credit from Rex Products for merchandise returned to 
them, $60. 

13. Sold merchandise on account to Bradlev Page, 1042 Ninth Street, 
$275. 

13. Purchased office supplies on account from Fiske & Taylor, 1350 
Broadway, City, $72.50; invoice dated June 13; terms, net 30 days. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

15. Paid semimonthly salaries as follows: office salaries, $85; sales 
salaries, $225. 

15. Purchased merchandise on account from Spratt, Inc., $1,300; in- 
voice dated June 13; terms, 1/10, n '30. 

18. Allowed Bradley Page credit for merchandise returned, $35. 

18. Sent a check to Rex Products in payment of invoice of June 9 less 
credit for merchandise returned June 13 and less discount. 

19. Received $35 cash for merchandise that was purchased for cash and 
later returned. 

19. Received credit from Spratt, Inc. for allowance on damaged mer- 
chandise, $30. 

20. Sold merchandise on account to Maxwell Co., $450. 

2 '\ Cash sales for June 11-20, $775. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Blaine & Snyder, 
St. Louis, $650; invoice dated June 20 : terms, net 60 days. 

23. Sent a check to Spratt, Inc. in payment of invoice of June 13 less 
allowance received on June 19 and less discount. 

25. Allowed Maxwell Co. credit for damaged merchandise, $20. 

26. Purchased store supplies on account from Carson & Custer, 201 Main 
Street, City, $35; invoice dated June 26; terms, net 30 days. 

27. Sold merchandise on account to George McCall, 115 Reading Road, 
$6S0. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 
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June 29 Received $350 from Maxwell Co in payment of invoice of June 8 
29 Paid utility bills, $25 

29 Purchased office supplies on account from C A Cochrane &. Co , 
2351 Reading Road, City, $50, invoice dated June 29, terms, net 
30 days 

30 Sent a check to Carson & Custer in payment of invoice of June 5 
30 Received $421 40 from Maxwell Co for invoice of June 20 less 

allowance granted on June 25 and less discount 
30 Paid semimonthly salaries as follows office salaries, $85, sales 
salaries, $225 

30 Withdrew $200 for personal use 
30 Cash sales for June 21 30, $750 

Inductions (5) Post from the six journals to the accounts receivable 
dger the accounts payable ledger, and the general ledger 

(6) Prepare a trial balance 

(7) Prepare a schedule of accounts receivable and a schedule of accounts 
lyable 

James Randalls bank statement for October showed a balance of 
178 50 on October 31 His checkbook on that date showed a balance of 
T68 39 

On comparing the canceled checks with his check stubs he found that 
le following checks had not been returned by the bank No 112, $62 50, 
o 115, $10, No 118, $50, No 121, $100 He also discovered that one 
the canceled checks. No 110, for $62 50, had been recorded on the 
leckbook stub as $72 50 A deposit of $345 50 on October 17 had not 
>en recorded in the checkbook A service charge of $1 24 and a counter 
leek for $25 had not been recorded in the checkbook The checkbook 
cord included a deposit of $341 65, mailed to the bank on October 31, 
Inch did not appear on the bank statement 
Instructions Prepare a reconciliation of the bank balance 

George C Martin’s checkbook balance on March 31 was $1,795 98 
is March bank statement showed a final balance of $1,691 12 A com- 
inson of the checkbook with the items on the bank statement revealed 
e following facts A deposit of $100 had been recorded twice m the 
.eckbook by mistake A deposit of $225 on March 31 was made too late 
appear on the bank statement A deposit of $125 had not been recorded 
the checkbook The bank had deducted $1 36 for a service charge 
Inch had not been recorded in the checkbook and a charge for collecting 
note, $1, which had not been recorded in the checkbook The following 
leeks had not been presented at the bank for payment No 233 for $50, 
o 236 for $37 50, No 239 for $10 
Instructions Prepare the reconciliation of the bank balance 
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PERIODIC SUMMARY ness was piesented in Chapter VI, A similar 

summary for a trading business will be pre- 
sented in this chapter. Although there is no standard procedure for 
making such a summary, a convenient procedure, which will be followed 
in this chapter and later ones, is as follows: 


1. Prepare a trial balance. 

2. Compile the data that will be needed in adjusting the accounts. A good 
way to insure that none of the data will be omitted is to consider each 
item in the trial balance in the order in which it appears and to deter- 
mine if any adjustment will be necessary. 

3. Prepare a work sheet from the trial balance and the data for the 
adjustments. 

4. Prepare a profit and loss statement from the profit and loss state- 
ment columns of the work sheet and a balance sheet from the balance 
sheet columns. 


5. Record the adjusting entries in the journal, using the adjustments 
columns of the work sheet as a basis. 


6. Record the journal entries required to close the income and expense 
accounts and to transfer the net profit or the net loss to the proprietor’s 
personal account and the balance of this account to the capital 
account. 


7. Post the adjusting and closing entries to the accounts in the ledger, 
and rule the accounts that are in balance or that it is desirable to 
balance. 

8. Prepare a post-closing trial balance. 

9. Prepare reversing journal entries to close the new asset and liability 
accounts set up by the adjusting entries and to transfer the amounts 
into the income and expense accounts that will be used in recording the 
transactions of the new fiscal period. 

10. Post the reversing entries, and rule the accounts that are in balance. 


If this procedure is compared with that followed in Chapter VI, it 
will be observed that the principal differences in completing the periodic 
summary are (1) the number of adjustments and (2) the preparation 
of reversing entries. Reversing entries may be used with a nontrading 
business; but in order to make the first summary as simple as possible, 
they were not included in Chapter VI. 

161 
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preparation OF The \ ork required at the end of the period 
the work sheet ma\ be illustrated from the records of Hiatt 
Home AppLance On December 31 19 oO the end of a fiscal period of 
one i ear a trial balance is prepared in the first tv; o columns of a work 
^hf^t The additional data needed in adjusting the accounts are then 
compile as shovn m the table below The adjustments are then 
entered m the debit and credit Adjustments columns of the work sheet 
according to whether the amounts are to be posted as debits or credits 
to the accounts. When an adjustment affects an account that does not 
appear in the trial balance the name of the account is written below 
the tnai balance in the Name of Account column and the amount is 
entered on the same line in the proper Adjustments column (See the 
\ ork sheet illustrated on page 16*3 ) The debit and the credit for each 
adjustment are identified on the work sheet be c mall letters in paren 
these 5 : This plan is helpful when the bookkeeper later records the 
adjusting entries in the journal 


DVTA FOP AUJI 'TMEVTS 


M e-chan dise In\e.ito-\ Decembe- 31 19o0 


TO 000 

Imento-'es of Supplie 

^to-e SuppI es 


600 

Office ^uppLes 


2o0 

Prepaid Insurance Exp red 

On Me-chandise 

<1”0 


On Sto-e Equipment 

1 0 


On Office Euuipment 

30 


On Budding 

o0 

400 

Sala-ies Pa\ able 

Sales Salary 

"100 


Office Salaries 

60 

360 

Sales Commissions Pajable 


3 000 


The adjustments are entered on the work sheet in the following 
manner 

Merchcn dise Jnveviory The memhandxse inventory of $18 000 on 
hand at the beginning of the \ear has during the i ear become a part of 
the co"t of good* sold. This amount c hould therefore be transferred to 
thp debit of Profit and Lo*s Summary The entry is made b> crediting 
Merchandise Inventory for $18 000 and debiting Profit and Loss 
Summan for the same amount. 

The beginning mi entorv now recorded in the profit and loss sum- 
mary account and the additional merchandise purchased during the 
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year represent the cost of merchandise available for sale Not all of 
this amount is a cost of the current fiscal period, for an inventory of 
$20 000 is available at the end of the year An entry must therefore 
be made debiting Merchandise Inventory to record the value of this 
asset and crediting Profit and Loss Summary to record the deduction 
from the merchandise available for sale 

Supplies At the end of the year the inventory of store supplies 
amounts to $600 Store supplies expense is therefore $825 the differ 
ence between the total debits to the account and the value of the 
inventory Similarly the office supplies inventory is $250 and the office 
supplies expense is therefore $750 Adjustments (c) and (d) are made 
debiting Store Supplies Used and Office Supplies Used for the expenses 
and crediting Store Supplies and Office Supplies to record the decrease 
m the value of these assets 

Prepaid Insurance The value of the asset Prepaid Insurance has 
decreased $400 and expenses have been incurred for insurance on 
merchandise store equipment, office equipment, and building To 
record the decrease in the value of the asset Prepaid Insurance, this 
account is credited for $400 The appropriate expense accounts are 
debited for their part of the insurance expense 

Salaries and Commissions Payable The liability for the salaries 
earned but not paid is recorded by a credit of $160 to the Lability 
account Salaries Payable and debits to the appropriate expense ac 
counts Sales Salaries and Office Salaries Similarly commissions 
earned but not paid are recorded by a credit to the Lability account 
Commissions Payable and a debit to the expense account Sales Com 
missions 

After the adjustments ha\e been entered m the Adjustments 
eelumosy the equality of the adjustment debts and credits is preyed 
by adding the columns 

In the work sheet illustrated on page 92 the amounts m the Trial 
Balance and Adjustments columns are combined in the Adjusted Trial 
Balance columns It is equally correct, however, and often found to be 
simpler, to combine the amounts in the Tnal Balance and Adjustments 
columns as they are extended into the Profit and Loss Statement and 
Balance Sheet columns This latter plan is followed m the illustration 
on page 163 

When the amounts in the Tnal Balance and Adjustments columns 
are combined and extended, the debit of $18,000 and the credit of 
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$20,000 to Profit and Loss Summary are both extended into the Profit 
and Loss Statement columns. The same net profit would have been 
obtained at the bottom of the work sheet if the difference between the 
two amounts had been entered as a credit of $2,000 in the Profit and 
Loss Cr. column. But the debit amount of $18,000 is the beginning 
inventory and the credit amount of $20,000 is the ending inventory. 
Both of these amounts are used in the preparation of the profit and 
loss statement; both are therefore extended so that this statement can 
be prepared completely from the data in the Profit and Loss Statement 
columns of the work sheet. 

When all items have been extended into the Profit and Loss State- 
ment and Balance Sheet columns of the work sheet, the net profit for 
the period is determined by subtracting the total of the Profit and Loss 
Statement Dr. column from the total of the Profit and Loss Statement 
Cr. column. This net profit is found to be $15,000. The net profit is 
also found by subtracting the Balance Sheet Cr. column from the 
Balance Sheet Dr. column. This amount, too, is found to be $15,000 
and is evidence that the work has been completed correctly. The 
amount of the net profit is added to the Profit and Loss Statement Dr. 
column and to the Balance Sheet Cr. column, and the columns are 
then ruled in the manner shown in the illustration on page 163. 


PREPARATION OF THE 
STATEMENTS FROM 
THE WORK SHEET 


The profit and loss statement is prepared 
from the entries in the Profit and Loss State- 
ment columns of the work sheet. The items 


that appear in the Profit and Loss Statement columns are shown in 
the order in which they are used on the report, with the exception of 
those that are listed below the trial balance. The method of preparing 
the profit and loss statement will be readily understood by studring 
the profit and loss statement on page 166 and by tracing to this state- 
ment each amount that appears in the Profit and Loss Statement 
columns of the work sheet. 


The balance sheet is prepared from the entries in the Balance Sheet 
columns of the work sheet. The method of preparing the balance sheet 
from these columns will be understood readily by tracing each amount 
in the Balance Sheet columns of the work sheet to the balance sheet 
on page 167. The proprietorship is the balance of the capital account 
on the work sheet plus the difference between the net profit for the 
period and the balance of the proprietor’s personal account. If the 
balance of the personal account is greater than the profit, the difference 
is subtracted from the old balance of the capital account. 
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EIATT HOME APPLIANCES 

Profit and Loss Statement 
For Tear Ended December 31 ■ 1950 


Income from Sales: 

Sales $153,500 

Less Sales Returns and Allowances 3.500 

Net Sales 

Cost of Goods Sold: 

Merchandise inventory, December 31, 1919. .... $ 16,000 

Purchases $112,500 

Add Freight in 7.500 

Delivered Cost of Purchases $120,000 

Less Purchases Returns and Allowances . 4.000 

Net Purchases 116.000 

Merchandise Available for Sale $134,007) 

Less Merchandise Inventory, December 31, 1950 . . 20.000 

Cost of Goods Sold 

Gross Profit on Sales. 

Operating Expenses: 

Selling Expenses: 

Sales Salaries $8,000 

Sales Commissions 3,000 

Advertising 2,400 

Store Supplies Used 825 

Insurance Expense on Merchandise . . . 170 

Insurance Expense on Store Equipment . 150 

Miscellaneous Selling Expense 455 

Total Selling Expenses $ 15,000 

General Expenses: 

Office Salaries $3,200 

Taxes 1,700 

Office Supplies Used 750 

Insurance Expense on Office Equipment. 30 

Insurance Expense on Building 50 

Miscellaneous General Expense 770 

Total General Expenses 6. 500 

Total Operating Expenses 

Net Profit from Operations 

Other Income: 

Purchases Discount $ 2,500 

Other Expenses; 

Sales Discount 2,000 

Net Addition 

Net Profit ..... . 


$150,000 


114,000 
$ 36,000 


21,500 
$ 14,500 



Profit and Loss Statement 
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HIATT HOME APPLIANCES 

Balance Sheet 
December 31, 1950 


Assets 

Current Assets: 

Cash $ 3,000 

Accounts Receivable 20,000 

Merchandise Inventory 20,000 

Total Current Assets §43,000 

Fixed Assets: 

Store Equipment §28,500 

Office Equipment 5,500 

Building 12,000 

Land 3.000 

Total Fixed Assets 49,000 

Deferred Charges to Expense: 

Store Supplies § 600 

Office Supplies 250 

Prepaid Insurance » 150 

Total Deferred Charges to Expense 1,000 


Total Assets §93,00° 


Liabilities 

Current Liabilities: 


Commissions Payable 3,000 

Total Current Liabilities ^18,000 

Fixed Liabilities: 

Mortgage Payable (Due 1954) 5 ,000 

Total Liabilities §23,000 

Proprietorship 

Tames Hiatt, Capital, January 1, 1950 $60,000 

Net Profit for the Year §15,000 

Less James Hiatt, Personal ... 5,000 10 , 000 

James Hiatt, Capital, December 31, 1950 70,000 

Total Liabilities and Proprietorship ....... $93,000 


Balance Sheet 
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adjusting entries After the financial reports have been pre- 
pared, the adjusting entries are recorded in 
the general journal The Adjustments columns of the work sheet are 
used as the basis of these entries After these entries have been posted, 
the accounts will reflect the financial condition of the business at the 
end of the fiscal period The adjusting entries for Hiatt Home Ap- 
pliances are illustrated below 


GENERAL JOURNAL Page 3& 
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Closing Entries 
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closing entries The closing entries are recorded in the general 
journal These entries summarize in the 
profit and loss summary account the income, costs, and expenses for 
the period B> means of these entries, also, the net profit (or net loss) 
is transferred from the profit and loss summary account to the pro- 
prietor s personal account and the balance of the latter account may 
be closed into the capital account The closing entries of Hiatt Home 
Appliances are illustrated on page 169 

It wall be observ ed that four closing entries are made the first closes 
all profit and Joss statement accounts with credit balances and transfers 
these credit balances to the credit side of the profit and loss summary 
account, the second closes all profit and loss statement accounts with 
debit balances and transfers these debit balances to the debit side of the 
profit and loss summary account, the third closes the profit and loss 
summary account and transfers the balance to the proprietor's personal 
account and the fourth closes the personal account and transfers the 
balance to the proprietor s capital account 

When these entnes are posted to the profit and loss summary 
account in the usual manner that account will show only three debits 
and two credits 






T 




$J£ 0 t C 

"]J7W6 0 9 o ff\ 


AJ7 / SO 0 0 0 0 


I 


Some accountants however, prefer to have the profit and loss 
summary account show the income, costs and expenses in detail In 
such instances the individual items in each entry are posted to the 
profit and loss summary account For example, in the first journal 
entry Sales, Purchases Returns and Allowances, and Purchases Dis 
count are debited, and Profit and Loss Summary is credited for the 
sum of the three amounts When the entry is posted to the profit and 
loss summary account, three credits are entered separately and the 
source of each credit is indicated in the Items column Similarly the 
journal entry shows one debit for all costs and expenses, but when the 
entry is posted, the various debits making up this total are entered 
separately and the source of each is indicated in the Items column 
This method, illustrated on page 171, has the advantage of showing in 
the profit and loss summary account all sources of income, cost, and 
expense instead of totals only 
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Profit and Loss Summary Account with Itemized Entries 


After the adjusting entries and the closing entries shown on pages 
16S and 169 have been posted to Hiatt’s ledger and the accounts have 
been balanced and ruled, only the asset accounts, the liability accounts, 
and the proprietor’s capital account remain open. The balances of 
these accounts correspond exactly with the amounts on the balance 
sheet on page 167. 


the post-closing At the end of a fiscal period the equality of 
trial balance the debits and the credits in the ledger is 

determined by means of a tidal balance. The adjusting and the closing 
entries are then made. If these entries are recorded and posted cor- 
rectly, the equilibrium of the debits and the credits in the ledger is not 
disturbed because the entries consist of equal debits and credits. A 
post-closing trial balance is therefore taken to test the accuracy of 
these entries. The post-closing trial balance of Hiatt Home Appliances 
is illustrated at the top of the following page. 
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Post-Closing Trial Balance 


reversing entries After the ledger has been closed, the liability 
account Salaries Payable has a credit balance 
of $160. When salaries are paid at the end of the biweekly pay period, 
a part of the payment will cancel this liability' and a part will be salary 
expense of the new period. It may not be convenient, however, for 
the bookkeeper to make this analysis at the time salaries are paid. 
Therefore, before the entries for the new period are recorded, an entry 
is made debiting the liability account Salaries Payable for $160 and 
crediting the expense accounts Sales Salaries and Office Salaries for 
$100 and $60 respectively. The total amount paid for salaries in the 
new period wall be debited to the appropriate expense accounts. The 
balance of these accounts will then represent the actual expense for 
the new period. 

Similarly the liability account Commissions Payable is debited for 
$3,000 and the expense account Sales Commissions is credited for that 
amount. During the new period the expense account Sales Com- 
missions will be debited for all commissions paid. The balance of the 
account will then represent the actual expense for the new period. 
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Entries similar to these are called reversing entries because they 
reverse the adjusting entries made at the end of the preceding fiscal 
period. The reversing entries of Hiatt Home Appliances are illustrated 
below: 
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After the reversing entries have been posted, the ledger of Hiatt 
Home Appliances will be ready for the entries to record the transactions 
of the new period. 


QUESTIONS 

1. J. F. Allen, a shoe merchant, has his bookkeeper prepare statements 
monthly but close the books only once a year. How many months will be 
covered in the Profit and Loss Statement columns of the work sheet on 
January 31? On March 31? On November 30? 

2. The work sheet illustrated on page 163 does not use columns headed 
“Adjusted Trial Balance” that were used in the work sheet on page 92. 
Discuss the advantages and the disadvantages of using these columns. 

3. R. D. Adams’ personal account has a debit balance at the end of his 
fiscal period before the books are adjusted and closed. Could it have a 
debit balance after the accounts are adjusted and closed? Explain. 

4. What is the difference in the purpose of (a) adjusting entries, (b) closing 
entries, and (c) reversing entries? 
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5 On December 31, the end of the annual fiscal period, what adjusting 
entries would be required for the following items 7 Which of the adjusting 
entries would be reversed 7 

(a) The inventories of merchandise are January 2, $15,398 24, Decem- 
ber 31, $16,245 65 

(b) Office Supplies costing $150 and store supplies costing $425 15 were 
available for use during the fiscal period Office supplies amounting 
to $50 and store supplies worth $100 are on hand on December 31 

(c) On January 1 the prepaid insurance on merchandise was $40 This 
policy expired on June 30 On July 1 a new pohcj on merchandise 
stock was taken out for a period of one year the premium being $80 
This amount was debited to the prepaid insurance account 

(d) Salaries that have accrued since the last pay day amount to $360 Of 
this amount $110 is owed to office emplojees and $250 to store clerks 

6 Explain the nature of the entries marked (a), (b), and (c) in the follow- 
ing account 


Office Salaries 



1950 

Dec 

31 

3! 

Balance 

(a) 

V 

J12 

4,324 

148 

60 

20 

\] 1950 
. Dec 

31 

(b) 

J13 

4,472| 

1 

SO 







4,472 

80| 





4,4 72| 

80 



; 




! 

1 

1951 

Jan 

2 

(c) 

E 

148 

1 

20 



PROBLEMS 


1 The account balances in the ledger of William Evans on December 31 
of the current year are as follows 


Cash 

$ 12 600 

Freight In 

$ 5,000 

Merchandise Inventory 

19,000 

Sales Salaries 

14 000 

Store Equipment 

3,000 

Adv ertismg 

1,500 

Store Supplies 

1,400 

Misc Selling Expense 

600 

Prepaid Insurance 

1 200 

Office Salaries 

600 

William Evans, Capital 

30 000 

Rent Expense 

3,200 

Sales 

100 000 

Misc General Expense 

400 

Purchases 

69,500 




The data for adjustments at the end of the year are: 

Merchandise inventory, $23,500 
Store supplies inventory, $500 
Prepaid insurance expired, $400 

Instructions (1) Prepare an eight-column work sheet for the yearly 
fiscal period 

(2) Record the adjusting entries in a general journal 
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2. The account balances in the ledger of the Morrison Sales Company on 
December 31 of the current year are as follows: 


Cash $ 6,067 

Accounts Receivable 18,000 

Merchandise Inventory. . . . 5,000 

Store Equipment 7,000 

Office Equipment 2,000 

Store Supplies 480 

Office Supplies 175 

Prepaid Insurance 1,600 

Accounts Payable 9,390 

Mortgage Payable 10,000 

S. J. Morrison, Capital .... 30,000 

S. J. Morrison, Pers. (dr.) . . . 5,000 


Sales 

$100,000 

Sales Returns and Allow. . . 

500 

Purchases 

88,200 

Freight In 

2,500 

Purchases Ret. and Allow. . 

1,200 

Sales Salaries 

6,540 

Misc. Selling Expense. . . . 

233 

Office Salaries 

3,145 

Rent Expense 

3,600 

Misc. General Expense. . . 

720 

Purchases Discount 

420 

Sales Discount 

250 


The data for adjustments at the end of the year are: 

Merchandise inventory, $15,000. 

Supplies inventories: 

Store supplies, $66. 

Office supplies, $55. 

Prepaid insurance expired, $1,200. 

Accrued salaries: 

Sales salaries, $180. 

Office salaries, $60. 

Instructions: (1) Prepare an eight-column work sheet for the yearly 
fiscal period. 

(2) Prepare a classified profit and loss statement and a classified balance 
sheet. 

(3) Record the adjusting entries in a general journal. 

(4) Record the reversing entry as of the beginning of the new fiscal period. 


^3] The accounts and their balances in the ledger of C. C. Clark on March 
31 of the current year were as follows: 


Cash $ 3,232. 4S 

Accounts Receivable. . . . 4,196.50 

Merchandise Inventory.. 13,100.00 

Store Equipment 4,750.00 

Office Equipment 1.250.00 

Building S, 000. 00 

Land 2,000.00 

Store Supplies 268.75 

Office Supplies 116. SO 

Prepaid Insurance 600.00 

Accounts Payable 3,S61 . 50 

Salaries Payable 

Taxes Payable 

Mortgage Pavable 7,500.00 

C. C. Clark. Capital : 25,000. 00 


C. C. Clark, Personal (dr.) S00.00 


Profit and Loss Summary 


Sales $18,150.40 

Sales Returns and Allow. . 57.80 c. 

Purchases 15,619.67 c 

Freight In 385 . 10 Cj 

Purchases Ret. and Allow.. . 175.000- 

Sales Salaries 400.00 

Advertising 102.75 

Store Supplies Used 


Insurance Expense on Mer- 
chandise 

Insurance Expense on Store 


Equipment 

Misc. Selling Expense 46.95 

Office Salaries 100.00 

Taxes 77.20 
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Office Supplies Used 


Misc General Expense 

$81 

Insurance Expense or 

l Office 

Purchases Discount 

41 

Equipment 

Insurance Expense on Build 
mg 

Sales Discount 

42 


The data for adjustments on March 31 were as follows* 


Merchandise inventory 
Inventories of supplies 
Store supplies 
Office supplies 
Prepaid insurance expired 
On merchandise 
On store equipment 
On office equipment 
On building 


$13 850 00 

184 50 
81 25 

$15 00 
4 00 
1 25 

10 00 30 25 


Salanes payable 
Sales salanes 
Office salaries 


$50 00 

12 50 62 50 


Taxes payable 


Instructions (1) Open an account in the ledger for each account listed 
Enter the balances in the appropnate accounts under date of March 31 

(2) Prepare an eight-column work sheet for the monthly fiscal penod 

(3) Prepare a profit and loss statement and a balance sheet 

(4) Record the adjusting entnes in a general journal and post to the 
ledger accounts 

(5) Record the closing entnes and post to the ledger accounts 

(6) Rule and balance the ledger accounts 

(7) Prepare a post-closing tnal balance 

(8) Record the reversing entnes as of Apnl 1 and post to the ledger 
accounts 



PRACTICE SET No. 1 
Part 1 


The transactions in this practice set were completed by Thomas 

a P ?"rSven on the Utort* pa e es, aPP^ the methods and 
blank books. 


The general ledger accounts to be used are 


Cash 

Notes Receivable 

Interest Receivable 

Accounts Receivable 

Reserve for Bad Debts 

Merchandise Inventory 

Store Equipment . , 

Reserve for Depreciation of Store 

Equipment 
Office Equipment 

Reserve for Depreciation of Ottice 
Equipment 
Building 

Reserve for Depreciation of Building 
Land 

Store Supplies 
Office Supplies 
Advertising Supplies 
Prepaid Insurance 
Prepaid Interest on Notes Payable 
Notes Payable 
Interest Payable 
Accounts Payable 
Salaries Payable 
Mortgage Payable 
Prepaid Rent Income 
Thomas Benton, Capital 


Thomas Benton, Personal 
Profit and Loss Summary 
SsIgs 

Sales Returns and Allowances 
Purchases 

Purchases Returns and Allowances 

rTeceivffigTnd Shipping Force Wages 

Advertising _ 

Advertising Supplies Used 
Store Supplies Used . 

Depreciation of Store Equipm 
Miscellaneous Selling Expense 
Office Salaries 
Rent Expense 
Office Supplies Used . 

Depreciation of Office Equipment 
Depreciation of Building 
Expired Insurance 
Loss from Bad Debts 
Miscellaneous General Expense 
Purchases Discount 
Interest Income 
Rent Income 
Sales Discount 
Interest Expense 


>mas Renton, oapiwi . 

mSSX U month 

consecutively. Not all of t he ed at this time, 

of this practice set, but all should P 
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The customers' accounts in the accounts receivable ledger are as 
follows 

Becker Tire Shop, 3116 Parkway, City 
Brownnay Garage, 4221 Brown way, City 
Central Service Station, 315 Mam St , City 
Dorton &. Dewey, 417 Homer A\e , City 
Evans Garage, 2351 Madison Road, City 
Graham Auto Repair Co , 531 Shaw Ave , City 
Highway Service Station, 3450 Plamville Road, City 
Johnson Tire Shop, 682 E Sixth St , City 
Langdon & Fillmore, 2130 Dale Road City 
Portland Transfer Co , 452 Third St , City 
Rogers Sen ice Station, 136 Liberty St , City 
Thompson Garage, Milford 

The creditors’ accounts in the accounts payable ledger are as follows: 
Canton Tire Co , 3742 Canal St , Akron 
Eustis Supply Co , 416 Main St , City 
Howard Auto Supplies, 352 Market St , Chicago 
Marshall Radio Corporation, 616 State St, Philadelphia 
Perkins Battery Co , 1032 Randolph St , St Louis 
Randolph Supply Co , 917 Front St , City 
Walker Tire Co , 1240 River Road, Akron 
Whitman Supply Co , 634 Broadway, City 

Instructions (2) Open the accounts in the accounts receivable and the 
accounts payable ledgers, arranging the accounts in alphabetic order 

The books of original entry consist of a general journal with two 
amount columns, a purchases journal like that on pages 122 and 123, a 
purchases returns and allowances journal like that on page 120, a sales 
journal like that on page 129, a sales returns and allowances journal like 
that on page 135, a cash receipts journal like that on page 140, and a cash 
payments journal like that on page 145 

Instructions (3) Number the pages of each journal beginning with 1 in 
each journal 

The balance sheet of September 30 of Thomas Benton, a wholesale 
dealer in automobile accessories, is as given on the following page 
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THOMAS BENTON 
Balance Sheet 


September 30, 19 -- 


Assets 


Current Assets: 





Cash . 

5,691 

45 



Accounts Receiv. 

1,142 

60 



Mdse. Inventory 

24,916 

S5 



Tot. Cur. Assets 



31,750 

90 

Deferred Charges: 





Store Supplies 

72 

50 



Office Supplies 

J1 

25 



Adv. Supplies 

66 

40 



Prepaid Insurance. 

175 

80 



Tot. Dof. Charges 



365 

95 

Total Assets 



32,116 

85 


Liabilities and Proprietorship 


Current Liabilities; 




Accounts Payable 



2,162 

^Proprietorship: 




Thomas Benton, Cap 



29,954 

Total Liab. & Prop. 


| 

32,116 


Instructions: (4) Make the opening entry in the general journal from the 
balance sheet. Post the entry. 

The details of accounts receivable and accounts payable on September 
30 are: 

Accounts Receivable 

Brownway Garage, 4221 Brownway, City, sale of Sep- 


tember 29... . $ 206.50 

Graham Auto Repair Co., 531 Shaw Ave., City, sale of 

September 27 . 347.80 

Langdon & Fillmore, 2130 Dale Road, City, sale of Sep- 
tember 28 . 142.25 

Thompson Garage, Milford, sale of September 26 446.05 


Total Accounts Receivable .... ... $1,142.60 

Accounts Payable 

Eustis Supply Company, 416 Main Street, City, Sep- 
tember 3, Purchase No. 387; terms, net 30 days $ 65.00 

Marshall Radio Corporation, 616 State St., Philadelphia, 

September 26, Purchase No. 413; terms, 2 '10, n '30. . 985.60 

Walker Tire Company, 1240 River Road, Akron, Sep- 
tember 28, Purchase No. 414; terms, 2/10, 1/15, n 30.. 1,112.25 


Total Accounts Payable $2,162.85 


Instructions: (5) Record the balances in the appropriate customers’ and 
creditors’ accounts. All sales are made on the terms 2 10, n 30 and therefore 
the terms of each sale need not be given in the account, but the date of each 
sale should be shown in the Items column. Both the date and the terms of 
each purchase should be shown in the Items column in the accounts payable 
ledger. 
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Narrative of Transactions for October 
October 1 Paid the rent of building and equipment for October $600 
October 2 Made the following purchases on account 
Purchase No 416, Marshall Radio Corporation merchandise, $201 
Invoice dated October 1, terms, 2/10, n 30 
Purchase No 417, Walker Tire Co , merchandise, $427 50 Invoice dated 
October 1, terms, 2/10, 1/15, n 30 
October 3 Made the following sales on account 
Sale No 781, Central Service Station, $2o8 80 
Sale No 782 Johnson Tire Shop $259 

As all sales are made on the terms 2/10, n/30, the 
terms need not be recorded m the sales journal or 
posted to the customers' accounts, but it is under- 
stood that all customers making payment within ten 
days of the date of the invoice are entitled to a 2 per 
cent discount 

October 3 Paid cash for advertising m the local newspaper, $115 
October 3 Sent a check to Eustis Supply Co for invoice of September 3. 
October 4 Sale No 780 for $206 50 was incorrectly charged to the account 
of Brownway Garage when it should have been charged to the account of 
Becker Tire Shop 

October U Purchased store supplies for cash, $45 
October 5 Made the following purchases on account 
Purchase No 418, Eustis Supply Co , office supplies $35 75 Invoice 
dated October 4, terms, net 30 days 

Purchase No 419, Perkins Batter,) Co , merchandise, $225 Invoice 
dated October 4, terms, 1 10 n 30 

October 5 Sent a check to Marshall Radio Corporation in payment of 
invoice of September 26 

Whenever an invoice that is subject to discount is 
paid within the discount period, the discount is taken 
In this instance, therefore, the amount of the check 
would be $965 89 ($985 60, face of the invoice — $19 71, 
cash discount) 

October C Allowed Johnson Tire Shop credit of $15 50 for return of mer- 
chandise on the sale of October 3 

October 6 Sent a check to Walker Tire Co for invoice of September 28 
October 6 Received from Graham Auto Repair Co check for $340 84 in 
payment of the sale of September 27 and from Thompson Garage check for 
$437 13 in payment of the Bale of September 26 

As all sales are subject to a discount of 2 per cent 
if payment is made within ten days, each of these 
customers is entitled to a discount You should calcu- 
late the amount of the discount in order to find out 
whether the customer has paid the correct amount. 

October 6 Made the following sales on account: 

Sale No 783, Thompson Garage $347 60 
Sale No 784, Highway Service Station, $364. 

Sale No 785, Dorton & Dewey, $668 05 
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October 6. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

October 6. Received $686.50, cash sales for October 1-6. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers. In actual practice 
this posting would be completed daily, but because of the comparatively 
small number of transactions in this set, the posting will be completed only 
at the end of each week and of each month. 

October 8. Received from Becker Tire Shop check for $202.37 in payment 
of the sale of September 29 and from Langdon & Fillmore check for $139.40 
in payment of the sale of September 28. 

October 8. Paid cash for miscellaneous office supplies, $35.50. 

October 9. Made the following purchases on account: 

Purchase No. 420, Randolph Supply Co., store supplies, $27. Invoice 
dated October 9; terms, net 30 days. 

Purchase No. 421, Walker Tire Co., merchandise, $700.74. Invoice dated 
October 8; terms, 2/10, 1/15, n/30. 

October 9. Paid the printer $21,75 for booklets for the salesmen. Charge 
Miscellaneous Selling Expense. 

October 10. Made the following sales on account: 

Sale No. 786, Brownway Garage, $1,736. 

Sale No. 787, Graham Auto Repair Co., $558.40. 

October 10. Sent a check to Marshall Radio Corporation for invoice of 
October 1 and a check to Walker Tire Company for invoice of October 1. 

October 12. Made the following sales on account: 

Sale No. 788, Evans Garage, $2,003.35. 

Sale No. 789, Becker Tire Shop, $483.25. 

October 12. Purchased merchandise for cash, $575.95. 

October 18. Received from Walker Tire Company a credit memorandum 
of $25.40 for return of merchandise on invoice of October 8. 

October IS. Received from Johnson Tire Shop check for $23S.63 in pay- 
ment of the sale of October 3 less credit for return of October 6 and from 
Central Service Station check for $253.62 in payment of the sale of October 3. 

October IS. Sent a check to Perkins Battery Company for invoice of 
October 4. 

October IS. Made the following purchases on account: 

Purchase No. 422, Whitman Supply Co., advertising supplies, $40. 
Invoice dated October 12; terms, net 30 days. 

Purchase No. 423, Canton Tire Co., merchandise, $1,030.70. Invoice 
dated October 12; terms, 2/10, n/30. 

October IS. Allowed Evans Garage credit of $74 for merchandise returned 
on the sale of October 12. 

October IS. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 
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October 13 Received $475, cash sales for October 8 13 

Post to the accounts m the accounts receivable and accounts paj able 
ledgers 

October 15 Withdrew $200 in cash for personal use 
October 15 Paid freight in charges amounting to $89 75 
October 16 Made the following sales on account. 

Sale No 790 Rogers Service Station, $679 20 
Sale No 791, Portland Transfer Co , $334 50 

October 16 Received from Highway Service Station check for $356 72 in 
pav ment of the sale of October 6 and from Dorton S. Dewey check for $654 69 
in payment of the sale of October 6 

October 17 Made the following purchases on account 
Purchase No 424, Eustis Supply Co , office supplies, $35 Invoice dated 
October 17, terms net 30 dajs 

Purchase No 425, Walker Tire Co merchandise, $2 376 18 Invoice 
dated October 16, terms, 2 10, 1 15 n 30 
October 1 7 Sent a check to Walker Tire Company for inv oice of October 8 
less credit memorandum received October 13 and less discount 

October 18 Received $2o for the return of merchandise that had been 
purchased for cash 

October 18 Purchased miscellaneous office supplies for cash, $45 
October 19 Allowed Rogers Service Station credit of $7 95 for merchandise 
returned on the sale of October 16 

October 20 Made the following sales on account 
Sale No 792 Langdon &. Fillmore $1 471 50 
Sale No 793 Dorton & Dewe\ $570 40 
Sale No 794, Evans Garage, $358 05 

October 20 Receded from Brownwaj Garage check for $1,701 28 in 
pavment of the sale of October 10 and from Graham Auto Repair Co check 
for $547 23 in pa\ ment of the sale of October 10 

October 20 Sent a check to Canton Tire Company for invoice of October 

12 

October 20 Paid the follow mg salaries and wages sales $330, receiving 
and shipping force, $70, office, $110 

October 20 Received $521 40, cash sales for October 15-20 

Post to the accounts in the accounts receivable and accounts paj able 
ledgers 

October 22 Received from Evans Garage check for $1,890 76 in payment 
of the sale of October 12 less credit for return of October 13 and from Becker 
Tire Shop check for $473 58 in payment of the sale of October 12 
October 23 Made the following purchases on account 
Purchase No 426, Howard Auto Supplies, merchandise $393 60 Invoice 
dated October 22, terms, 3 10, n 30 
Purchase No 427, Whitman Supplj Co , adv ertising supplies, $55, In- 
voice dated October 23, terms, net 30 da>s 
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October 2U- Made the following sales on account: 

Sale No. 795, Johnson Tire Shop, $276. 

Sale No. 796, Highway Service Station, $332.65. 

October 25. Sent a check to Walker Tire Company for invoice of Octo- 
ber 16. 

October 26. Allowed Highway Service Station credit of $20 for damaged 
merchandise on the sale of October 24. 

October 26. Received from Rogers Service Station check for $657.82 in 
payment of the sale of October 16 less credit for return of October 19 and from 
Portland Transfer Co. check for $327.81 in payment of the sale of October 16. 

October 27. Made the following sale on account: 

Sale No. 797, Thompson Garage, $1,381.05. 

October 27. Received from Howard Auto Supplies a credit memorandum 
of $40, allowance for damaged merchandise on invoice of October 22. 

October 27. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

October 27. Received $843.50, cash sales for October 22-27. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

October 29. Made the following purchases on account: 

Purchase No. 428, Canton Tire Company, merchandise, $2,058.68. 
Invoice dated October 27; terms, 2 10, n 30. 

Purchase No. 429, Randolph Supply Co., store supplies, $43.50. Invoice 
dated October 29; terms, net 30 days. 

October 30. Allowed Thompson Garage credit of $24.95 for return of 
merchandise on the sale of October 27. 

October SO. Paid bills for heat, light, and power, $75. (Charge Miscel- 
laneous General Expense.) 

October SO. Paid the telephone bill, $25. (Charge Miscellaneous General 
Expense.) 

October SO. Received from Thompson Garage check for $347.60 in pay- 
ment of the sale of October 6 and from Evans Garage check for $350.89 in 
payment of the sale of October 20. 

October SI. Made the following sale on account: 

Sale No. 798, Becker Tire Shop, $588.30. 

October SI. Received from Canton Tire Company a credit memorandum 
of $11.80 for merchandise returned on invoice of October 27. 

October SI. Paid freight in charges amounting to $86.75. 

October SI. Withdrew $200 in cash for personal use. 

October 31. Received $395, cash sales for October 29-31. 
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The cash balance is $6 443 37 Prove cash Cash is proved by comparing 
this balance which in actual practice would be obtained from the bank state 
ment and a count of cash on hand with the cash balance shown by the books 
The cash balance may be found before posting by adding the beginning 
balance and the total cash receipts (total of the Cash Dr column in the cash 
receipts journal) and subtracting from this amount the total cash payments 
(total of the Cash Cr column in the cash payments journal) 

Post to the accounts in the accounts receivable and accounts payable 
ledgers 

Post to the general ledger accounts from the general journal and the 
general columns of the purchases journal the cash receipts journal and the 
cash payments journal 

Total and rule the various special journals and post the totals to the 
appropriate general ledger accounts 


PERIODIC SUMMARY 

As the proprietor Thomas Benton considers each month to be a separate 
fiscal period the periodic summary must now be completed The additional 
data required for this summary are 

Merchandise inventory $22 655 60 

Deferred charges to expense 

Inventories of supplies Store supplies 
Office supplies 
Advertising suppli 3 

Insurance expired 


Accrued expense 


Sales salaries 

1 6o 00 

Receiving and shipping force wages 

35 00 

Office salaries 

55 00 


Complete the work at the end of this fiscal penod according to the outline 
on page 161 Also prepare schedules of accounts receivable and accounts pay 
able Be sure to record and post the reversing entries 

Part 2 of this practice set containing the narrative of transactions for Noierrb 
her begins on page 2i9 immediately after Chapter XIV The books of account 
for October will be needed at that time 


83 40 
137 30 
45 80 
75 00 



CHAPTER XI 

ACCOUNTING FOR NOTES AND INTEREST 

NATURE OF interest The granting of credit is one of the services, 

among many, rendered by the seller to the 
buyer, and its cost is included in the sales price of the commodity. 
Credit, itself, is a commodity that is often bought and sold. The price 
paid for credit is known as interest. For example, John Reed may 
borrow $1,500 in cash from the First National Bank on June 1 and agree 
that he will pay this amount on September 1 with interest at 6 per cent 
for the three-month period. Accordingly he pays $1,522.50 on Septem- 
ber 1, of which $22.50 is interest, the price he pays for the use of $1,500 
from June 1 to September 1. 

When a business borrows money, it ordinarily gives the lender a 
Witten promise to pay known as a note. The note may be interest- 
bearing or non-interest-bearing. If it is interest-bearing, it states that 
interest is to be paid at a fixed percentage. If it is non-interest-bearing, 
no interest is charged until after the due date. Interest may be charged 
at the legal rate for any time that the note remains unpaid after it is 
due. 
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Interest-Bearing Note 


Notes issued by firms to banks in procurement of loans are interest- 
bearing if the interest is to be collected at maturity, that is. when the 
notes are due. The bank may require, however, that the interest on a 
note be paid at the time the loan is contracted. In this case no rate of 
interest is stated on the face of the note because no interest is to be 
collected at maturity. A more detailed explanation of interest on 
notes issued to banks is given later in this chapter. 
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The interest charged a business by its creditors is an expense and 
is called interest expense The interest that a business charges its 
customers is an income and is called interest income It is evident that 
interest expense to one firm is interest income to the firm to which the 
interest is paid 

ascertaining The rate of interest for a year is stated as a 

Interest percentage of the face of the note Thus, if 

the rate is 6 per cent, the face of the note is $1,000, and the tune is 
one year, the interest is six one-hundredths ( 0G) of $1,000, or $60 a 
year 

The time involved in ordinary commercial loans is usually less than 
one year, consequently the greater portion of practical interest prob- 
lems require ascertaining the interest for a fraction of a year To facili- 
tate these calculations it is customary to regard a year as 360 days 
In figuring interest on notes, businessmen usually consider a month 
to be 10 days or one-twelfth of a year When banks discount notes, 
however, they usually count the exact number of days until maturity, 
although 360 days are considered one year Tor example, a note for 
$1 200 that is issued on July 1 and is to be due on September 1 is issued 
for 62 days or 62/360 of a year The method of determining the 62 days 
Is shown in the table below 

July I to July 11 30 days 

August 31 days 

September 1 day 

G2 days 

Since the note is not one day old until July 2, July 1 is not counted; 
but the due date September 1, is counted 

There are various ways of calculating interest The simplest 
formula is 

Time X Rate X Principal « Interest 

In the preceding note the time was 62 days or 62/360 of a year, the 
rate was 6 per cent, and the principal was $1,200 Upon applying the 
formula, the interest was found to be 

H x jlj X $1 200 - $12 10 interest 

Another method of calculating interest, which many think requires 
less time, is called the 60-day method This method is based on the 
fact that interest at 6 per cent for 60 days is equal to interest at 1 per 
cent for 360 days, or one year The interest on $1,200 for 62 days at 
6 per cent may then be found as follows* 
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$1,200 for 60 days at 6% $12.00 

$1,200 for 2 days (1/30 of $12) ,40 

Interest for 62 days $12.40 


It is often necessary to ascertain the interest for a certain period at 
a rate greater or smaller than 6 per cent. In such a case the interest 
for the period at 6 per cent is determined first. The proper amount to 
be added to or subtracted from this amount is then computed, and the 
interest at the given rate is thus ascertained. For instance, if, in the 
example given above, the interest rate were 8 per cent, the interest on 
$1,200 for 62 days at 6 per cent would be determined first. The interest 
at an additional 2 per cent would then be found by taking one third 
of the interest at 6 per cent. The two amounts would then be added. 
The calculation of the interest in this case is shown by the following 
table: 

Interest on $1,200 for 62 days at 6% = $12.40 

Interest on $1,200 for 62 days at 2% = 4.13 

Interest on $1,200 for 62 days at 8% = $16.53 

If the rate of interest in the preceding example were only 5 per cent, 
one sixth of the interest at 6 per cent would be determined and this 
amount would be subtracted from the interest at 6 per cent. The 
calculation of the interest in this case is shown by the following table: 

Interest on $1,200 for 62 days at 6% = $12.40 

Interest on $1,200 for 62 days at 1% = 2.07 

Interest on $1,200 for 62 days at 5% = $10.33 

notes payable All notes payable are usually recorded in one 

account. If many notes are issued, a supple- 
mentary record that gives the details of the notes may be kept. The 
form of this record will be discussed in a later chapter. 

When notes are issued to creditors in payment of accounts, the 
liability Accounts Payable is decreased and the liability Notes Payable 
is increased. These facts are recorded by debiting the accounts of the 
creditors to w T hom the notes were issued and by crediting the notes 
payable account. 

For example, if a business wishes an extension of time on an invoice, 
it may give a creditor a note payable for a period of thirty or sixty days. 
Assume that on November 7 W. L. Cooke gave a 30-day note for 
$1,000 to a creditor, A. J. Funk. The following journal entry was 
made : 


Nov. 7 Accounts Payable — A. J. Funk 1,000 

Notes Payable 1,000 


Issued a 30-day note without interest. 
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When Cooke paid the note on December 7, the following entry was 
made in his cash payments journal 


CASH PAYMENTS JOURNAL 


Notes Pa\ able 


When A J Funk received the note from Cooke, he might have 
transferred it to his bank for cash If he had done so Cooke s entry 
would hate been the same but his payment would hate been made 
to the bank. 


recording INTEREST Lake all other expenses interest expense repre- 
expense sents a deduction from proprietorship It is 

recorded as a debit in a separate account entitled Interest Expense 
For example on July 1C K Rust gate a creditor, R F Burdick, 
a note for $800 due in 30 days and beanng interest at the rate of 
6 per cent On July 31 Rust gat e Burdick a check for $804 in pavment 
of the note and interest The issuance of the note was recorded m the 
general journal and the payment of the note and interest was recorded 
in the cash payments journal as follows 

July 1 Accounts Pay able — R F BurdicK 800 

Notes Payable 800 

Issued a 30 da\ 6^ note in payment of 
the account with R F Burdick 


CASH PAYMENTS JOURNAL 


■■■ 

| | 


•2 | 

-sr I 


11 


ulv , 31 ! 
31 

1 1 

Notes Pa j able 

1 Interest Expense ^ 

R F Burd ck 

Int on abo\ e note 

l 

800 I 

4 l| 



800 

4 


The result of these two entries was a debit of $800 to the account of 
the creditor a debit of $4 to the expense account Interest Expense, 
and a credit of $804 to Cash 

If a merchant has accounts payable subject to cash discount that 
he is unable to pay because of a lack of cash he will find it to his 
advantage to borrow from a bank and to take the cash discount For 
example on October 1 Cly de Weldm purchased merchandise for $1,200, 
terms 2/10 n/60 from Howard Dawes On October 11 Welcun did 
not ha\e the money with which to pay this invoice He therefore 
borrowed $1 200 from the bank at 6 per cent for 50 days He sent the 




Ch. 11] 


ACCOUNTING FOR NOTES AND INTEREST 


189 


creditor $1,176, the amount of the invoice less 2 per cent discount. 
On November 30 he paid the note with interest amounting to $10. The 
entries made by Weldin in his cash receipts and cash payments journals 
to record the loan from the bank, the payment to the creditor, and 
the payment to the bank were as follows: 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

m 

IBS 

SALES 

CR. 

ACCTS 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR 

Oct. 11 

Notes Payable 

50-day, 6 % note 


1,200 




1,200 


CASH PAYMENTS JOURNAL 


DATE 

ACCOUNT DEBITED 

EXPLANATION 

POST. 

REF. 

GENERAL 

DR. 

ACCTS. 

PAYABLE 

DR. 

PUR. 

DISC. 

CR. 

CASH 

CR. 

Oct. 

11 

Howard Dawes 

Invoice of Oct. 1 



1,200 

24 

1,176 

Nov. 

30 

Notes Payable 

Bank note 


1,200 



1,200 


30 

Interest Expense 

Int. on above note 


10 



10 


The net effect of this group of transactions is a $24 income item 
Purchases Discount and a $10 expense item Interest Expense. This 
net earning of $14 is reflected in the net credit of $1,186 to Cash instead 
of the $1,200 Weldin would have paid had he not paid his invoice 
until the end of the 60-day credit period. 

notes receivable Few notes are received in payment of sales 

in a typical retail business. A note is usually 
received bj r a retail firm only when a customer cannot pay his account 
on the due date and gives his note to obtain an extension of time. Notes 
are also received by retail firms that sell their products on long-term 
credit. For example, a retail dealer in household furniture may receive 
a note from a customer in exchange for merchandise. This note is 
usually paid by monthly installments. Wholesale firms and manu- 
facturers receive notes more frequently than retailers, but accounts 
receivable of such wholesale firms and manufacturers are usually much 
larger than their notes receivable. 

The one who signs a note and thus promises to make payment is 
known as the maker or payer. The one to whom payment is to be made 
is known as the payee. In the note on page 190, Harold Boyd is the 
maker and E. R. Bryan is the payee. The note is a liability of Boyd as 
he must pay its amount, and it is an asset of Bryan because it gives 
him a claim against the property of Boyd. 
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Ison Interest Bearing Note 


When Brjan received the note from Bojd he made the following 
entrj in his general journal 

Mar 1 Notes Receivable 182 

Accounts Recew able — Harold Bo> d 182 

Receded a 15-da} note without interest 
m payment of the account with Harold 
Bo}d 

The credit entrj is posted to the accounts receivable account m the 
general ledger and to the account of Harold Boyd in the customers 
ledger 

If such transactions are numerous a special column maj be pro- 
vided in the general journal so that the debits to Notes Receivable can 
be posted as a total A separate journal known as a notes recenable 
journal is sometimes used 

If Brjan wishes to receive cash on the note before it comes due he 
can discount the note at a commercial bank If he does this he will 
endorse the note bj writing his name on the back of the note This 
endorsement makes him liable for the payment of the note if the bank 
is unable to collect cash on the note when it comes due 

It is customary to record all notes receivable in one account since 
the proprietor has m his possession notes representing the total of this 
account. The amount due from each customer on a note can be ascer 
tamed bj examining the notes on hand The date of payment or any 
other information about the note can be determined in the same 
manner If numerous notes are received a supplementary record may 
be maintained to show the details relative to the notes This record 
will be explained in a later chapter 

recording wterest Interest income is compensation for credit 
income granted to others Like other forms of in 

come it represents an addition to proprietorship It is recorded as a 
credit in a separate account entitled Interest Income 
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For example, on July 1 John Ritter received from a debtor, William 
Linder, a note for $1,000, due in 30 days and bearing interest at the 
rate of 6 per cent. On July 31 Ritter received $1,005 from Linder in 
payment of the note and interest. The receipt of the note was recorded 
in the general journal and the receipt of cash in payment of the note 
and interest was recorded in the cash receipts journal as follows: 


July 1 Notes Receivable 1,000 

Accounts Receivable — William Linder 1,000 


Received a 30-day, 6% note to apply on 
account. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

POST. 

REF. 

GENERAL 

CR. 

SALES 

CR. 

ACCTS. 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR. 

July 

31 

31 

Notes Receivable 

Interest Income 

Note of Win. Lin- 
der 

Int. on above note 


1,000 

5 




1,000 

5 


The net result of these two entries is a debit of $1,005 to Cash, a 
credit of $1,000 to the debtor’s account, and a credit of $5 to Interest 
Income. 


discount on notes Banks may collect interest in advance on the 

loans they make to their customers. A bank 
deducts the amount of interest from the face of the note given it by 
the customer and gives him cash for the remainder. This procedure is 
called discounting a note. The deduction made by the bank when it 
discounts a note is called discount. 

The discount deducted by the bank is not to be confused with cash 
discount. A cash discount is a specified percentage applied directly 
to the invoice price. For example, a cash discount of 2 per cent on a 
$300 invoice is 2 per cent of $300, or $6. Discount deducted by the 
bank is interest paid in advance and is computed in the same manner 
as interest. For example, on the preceding amount, $300, bank dis- 
count figured at 6 per cent for 30 days would amount to $1.50, calcu- 
lated as follows: 

6% of $300 = $18 a year 
30 days = 1/12 of a year 
1/12 of $18 = $1.50 

Bank discount is considered an interest expense and is charged to 
that account. For example, on September 1 John Ritter discounted 
Ins own 30-day note for $1,000 at the First National Bank. The bank 
charged him 6 per cent interest, which amounted to $5. It therefore 
gave him $995 in cash for his $1,000 note. Ritter’s transaction with 
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his bank was recorded in his general journal and his cash receipts 
journal as follows 

Sept 1 Cash %/ 995 

Interest Expense 5 

Notes Payable 1,000 

Discounted our own 30-day note at 6% 
at the bank 


CASH RECEIPTS JOURNAL 



— — 

- — - 

B! 

IBB 

£3 

19 

H 

B 

Sept 1 

Notes Payable 

See general journal 
entry of Sept 1 

■ 

99a 




99a 


The complete entry was made in the general journal, but the 
receipt of cash also had to be recorded in the cash receipts journal if 
this journal was to be a complete record of all cash received The two 
entries were made as shown above, but a check mark was placed in 
the Posting Reference column for the debit to Cash in the general 
journal and in the Posting Reference column for the credit to Notes 
Payable in the cash receipts journal When the books were posted, 
Cash was debited for $995 as a part of the total of the Cash Dr column, 
Interest Expense was debited for $5 from the entry in the gene-al 
journal, and Notes Payable was credited for $1 000 from the entry 
in the general journal 

On October 1 Ritter paid the bank $1 000 in settlement of the 
note This transaction was recorded as follows 


CASH PAYMENTS JOURNAL 


1 


EXPLANAEon 

™ 1 

GENERAL EA^.h o'Z 

r 

Oct j ll 

j Notes Payable 

First National 


1 000 

1 000 


The net result of all these entnes was a debit of $5 to the expense 
account Interest Expense and a credit of $5 to the cash account 
Sometimes a business discounts the notes of customers at its bank 
If a customer’s note is non-interest bearing, the bank will deduct from 
the face of the note the interest from the date of discount to the date 
of maturity and will then give the owner the difference If the note is 
interest-bearing, the bank will add to the face of the note the interest 
from the date of issue to the date of maturity in order to find the 
maturity value of the note It mil calculate the interest on the matur- 
ity value from the date of discount to the due date and will deduct this 
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amount from the maturity value, giving the owner the difference, 
called the proceeds. 

For example, on November 9 John Patter received from a customer, 
J. W. Stone, the latter’s 90-day, non-interest-bearing note for .$1,125 
in payment of a sale on October 10. This transaction was recorded 
as follows: 

Nov. 9 Notes Receivable 1,125 

Accounts Receivable — J. W. Stone 1,125 

Received a 90-day, non-interest-bearing 
note from J. W. Stone in payment of the 
sale on October 10. 

At the end of 30 days Ritter needed additional cash and therefore 
discounted this note receivable at his bank. The bank had to wait 
60 days from the date of discount to obtain the face of the note, $1,125; 
consequently, it deducted discount, or interest, for 60 days from the 
face of the note. The rate of discount was 6 per cent, and the amount 
of the discount was $11.25. Ritter therefore received credit for 
$1,113.75 for the discounted note. This transaction was recorded in 
the general journal and the cash receipts journal as follows: 

Dec. 9 Cash V 1,11.3.75 

Interest Expense 11.25 

Notes Receivable 1,125.00 

Discounted the 90-day, non- 
interest-bearing note, dated No- 
vember 9, that was received from 
Stone. 


CASH RECEIPTS JOURNAL 


DAT E 

| ACCOUNT CREDITED 1 

1 

EXPLANATION 

1 

I POST 
j REF 

GENERAL 

CR 

SALES 

CR 

, ACCTS 
PEC 

CR 

SALES 

i DI5C 

DR 

1 CA 

1 Dl 

Dec j 

0 

! Ilerrivable 

| 

i ceneral journal 1 

j entry of Dec 9 1 

1 v I 

1 113 75 

1 



! 
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The problem is slightly different if the note bears interest. For 
example, on November 10 Ritter received from Harvey Dickson a 
90-day note for $1,200 with interest at 6 per cent. The transaction 
was recorded as follows: 

Nov. 10 Notes Receivable 1,200.00 

Accounts Receivable — Harvey Dick- 
son 1,200.00 

Received a 90-day, 6 % interest- 
bearing note from Harvey Dickson. 

At the end of 90 days this note would be worth $1,218, the face 
plus interest. If the note was discounted at the end of 30 days, the 
bank would take into consideration the fact that it would receive 
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$1,218 when the note is due It would therefore base the discount on 
that amount. If the rate of discount was 6 per cent, the discount on 
$1,218 for 60 days would be $12 18. When this amount ($12 18) was 
subtracted from the value of the note at maturity ($1,218), the proceeds, 
or the amount that the bank would pay Ritter for the note, would be 
$1,205 82. These computations may be tabulated as follows: 


Principal of note 

$1,200 00 

Dr. Cr 

Notes Receivable 

Interest (90 days, 6%) 

18 00 

Interest Income 

Value of note at maturity 
Discount (60 days, 6%) 

$1,218 00 
12 18 

Interest Expense 

Proceeds of note (present 

value) 

$1,205 82 

Cash 


The same data are shown graphically below: 


Face 
of Note 
| f 

Interest for 90 Days 

Value of 
Note at 
Maturity 

$1,200 


+ $18 

$1,218 


Discounted 
Value of 
Note 

Discount for 60 Days 

Value of 
Note at 
Maturity 


$1,205 82 

- $12 18 

R218 


It is common in transactions such as the one illustrated above to 
consider only the excess of the net proceeds over the face value of the 
note as interest income. The item of $12 18 is not, in reality, interest 
expense, but rather an adjustment of the overstatement of interest 
income If the note had been held until maturity, the interest income 
would have amounted to $18 Discounting the note, however, resulted 
in a net gam of only $5 82. This amount was therefore recorded as 
interest income. The computation of the proceeds of the note would 
be made exactly as shown in the tabulation above The entries in the 
general journal and the cash receipts journal of Ritter would be as 
follows: 

Dec 10 Cash V 1,205 82 

Notes Receivable 1,200 00 

Interest Income 5 82 

Discounted the 90-day, 6% in- 
terest-bearing note dated Novem- 
ber 10 and signed by Harvey Dick- 
son; discount rate, 6%. 
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CASH RECCIPTS JOURNAL 


DMT 

account crcdhtd 

CXhLANATlON 

POTT 

rrrr 

arNCHAL 

cn 

SAtra 

cn 

ACCTfl 

nrc 

err 

BALKS 

DISC 

orr 

CASH 

on 

Dec 

10 

Notin HiceuftMc 

fc rural journal 

tntr> of Du 10 


1 C0'> s_> 




1 20'> 82 


The foregoing transaction might have been recorded in the cash 
receipts journal only with separate credits to Notes Receivable and 
Interest Income. As this is an unusual transaction, however, the 
method illustrated above is recommended so that the complete ex- 
planation made possible by the use of the geneial journal wall be 
available. 

In some instances the discount exceeds the interest earned by the 
note to maturity. This happens when the discount rate is higher than 
the interest rate and the discount period is approximately as long as 
the interest period. For example, if Ritter had discounted Ilarvey 
Dickson’s note at a discount rate of 8 per cent 15 days aftei he received 
it, the discount would have been $20.30 and he would have received 
proceeds of $1,197.70. The discount in this case would have been $2.30 
greater than the interest to maturity. The entries in the general 
journal and the cash payments journal of Ritter would have been: 

Nov. 25 Cash V 1,197.70 

Interest Expense 2.30 

Notes Receivable 1,200.00 

Discounted the 90-day, 6% in- 
terest-bearing note dated Nov. 10 
and signed by Harvey Dickson; 
discount rate, 8%. 


CASH RCCEIPTS JOURNAL 


DAT r 

account cnro» Tro 

rxr * lan at ion 

POM 

ncr 

■ 

baits 

cn 

accts 

nrc 

cn 

SALES 

DISC 

OR 

CASH 1 

DR 1 

No\ 

25 

Note* ItcceiN nbl o 

Sop Kencffil journal 
entrj of No\ 2 r » 

V 

1.107 70 




1,107 70 


DISHONORED NOTES When a business discounts a note receivable, 

it is responsible to the bank for the payment 
of the note if the note is not paid at maturity by the maker. Discount- 
ing a note therefore results in what is known as a contingent liability. 
A contingent liability is not at the time of record a liability, but it 
may become one if some possible event should take place. It is possible 
that the maker of a note will not pay the note when the bank presents 
it to him for payment. In such a case, the note discounted becomes an 
actual liability of the business that discounted it. 
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If a note that has been discounted is not paid when it is due, the 
bank will notify the one who discounted it The latter will then have 
to pay for it If the J W Stone note that was discounted on Decem- 
ber 9 (page 193) is dishonored, Ritter will have to pay it and will 
make the following entry 


Feb 




Accts Rec — J W 
Stone 


CASH PAYMENTS JOURNAL 


Paid the dishonored | 
note of J W Stone 
which was dated I 
Nov 9 and due on 
Feb 7 


If the note had been interest bearing the cash payment would ha\e 
included interest from the date of the note to maturity, and the debit 
to J W Stone would have included the interest If Ritter were re- 
quired to pay a fee at the time the notice of dishonor was given, the 
fee would also be charged to J W Stone 


reporting cash Dis- Purchases discount and interest income are 
ONTHE Aofit N a E nd ST usually reported on the profit and loss state- 
loss statement ment as other income, sales discount and 
interest expense, as other expense 

Items listed on the statement under the headings "Other Income” 
and “Other Expense” affect the net profit or the net loss of the enter- 
prise They are considered apart from items representing the ordinary 
operations of the business and are therefore commonly placed at the 
end of the statement A common method of reporting cash discounts 
and interest on the profit and loss statement is illustrated below 


Net Profit from Operations 
Other Income 

Purchases Discount 
Interest Income 
Total Other Income 
Other Expense 
Sales Discount 
Interest Expense 
Total Other Expense 
Net Addition 
Net Profit 


$4 087 85 


$570 10 
30 40 

$600 50 


$194 70 
93 65 

288 35 

312 15 
$4 400 00 


Profit and Loss Statement Showing Treatment of Cash 
Discount and Interest Items 
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As was explained on page 149, if the total other expense is greater 
than the total other income, the difference may be labeled “Net 
Subtraction” and may be subtracted from the net profit from opera- 
tions to obtain the net profit. 

THE credit cycle Credit may be received on purchases or may 

be extended on sales. In either case business 
operations are facilitated and the accounting is extended and compli- 
cated. The illustrations below show the evolution of accounting for 
credit. 

Sales 

(a) 500 

(b) Sale on account; cash collected at the end of the credit period. 

Cash Accounts Receivable Sales 

(b) 500 | (a) 500 | (b) 500' I (a) 500 

j 

Transaction (b) occurs at the end of the credit period and represents 
a delayed receipt of cash for the sale. 

(c) Sale on account to A. Walker; note accepted to prolong the 
credit period; note paid at maturity. 

Cash Notes Receivable A. Walker Sales 

_____ (b) 500 (c) 500 (a) 500 j (b) 500 j (a) 500 

In this type of transaction three steps are required to produce cash. 

(d) Sale on account to G. Thomas; terms 2/10, n/30; sales discount 
taken by customer. 

Cash G. Thomas Sales Sales Discount 

(b) 490 ‘ (a) 500 i (b) 500 '“(a) 500 (b) 10 | 

I 

In the accounts shown above, G. Thomas was debited and Sales 
was credited at the time of the sale. Thomas paid this bill within the 
discount period and was therefore entitled to a $10 discount. The 
seller, who received the cash 20 days in advance of the 30-day credit 
period, had a sales discount expense of $10. This prompt payment by 
Thomas gave the seller his cash earlier, relieved him of bookkeeping 
costs, and eliminated the possibility of a bad debt. 


(a) Sale for cash. 

Cash 
(a) 500 j 
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(e) Sale on 
with interest 

account to George Moran, 

note received, note paid 

Cash 

Notes Receivable 

George Moran 

(c) 505 

(b) 500 (c) 500 

(a) 500 (b) 500 


Sales 

Intfrest Income 

(a) 500 

(c) 5 

1 


Since the customer could not pay cash his 60 day, 6 per cent note 
was accepted This note the customer paid with interest at maturity 


(f) Sale on account to R Thorpe, note received, note discounted 


Cash 

Notes Receivable 

R Thorpe 

(c)502 47| 

(b 500 (c) 500 

(a) 500 | (b) 500 

Sales 

Interest Income 


(a) 500 

| 

| (c) 2 47 


In this case since 

the customer was unable to 

pay his bill when it 


came due, the proprietor accepted his 60 day, 6 per cent interest 
bearing note In order to obtain cash on this note the proprietor 
discounted it at 6 per cent after 30 days therefore it yielded only $2 47 
of interest income (net) rather than $5 because of the $2 53 discount 
deducted when the note was discounted 

credit transactions As has been pointed out, credit transactions 
involve a series permit delayed payments and involve addi 
tional transactions before the deal is closed by final payment These 
additional transactions are based on the credit penod established at 
the time of the initial transaction Any departure from this basic 
credit penod may result in financial ad\antage or disadvantage to the 

parties For example early payment benefits the debtor by the amount 

of the agreed upon cash discount, whereas late payment involves 
interest expense to the debtor and interest income to the creditor 
The relation of cash discounts and interest to the basic credit penod 
is illustrated at the top of the following page 
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Period During 

Period During 

Period During 

Which Cash 

Which 100% of 

Which 100% + 

Discount May 

Invoice Price 

Interest Should 

Be Deducted 

Must Be Paid 

Be Paid 

Inception 

1 ! 

1 . 1 



of the ~~ ~ 7 7 

Transaction 

■< Original Credit Period >- Extension Beyond 

The difference in computing cash discount and interest should be 
noted. The amount of cash discount is the same on the first and the 
last day of a particular cash discount period. For example, the discount 
of $120 on an invoice for $6,000, dated June 1, terms 2/10, n/30, can 
be deducted either on June 2 or June 11 or any date between. In the 
case of interest, the amount to be added becomes greater day by day. 
On a $6,000, 6 per cent note dated July 1, the interest would increase 
$1 each day. To pay the note on July 2 would require a total of $6,001 ; 
on July 3, $6,002; on July 11, $6,010. 

QUESTIONS 

1. When the Black Department Store started business, it paid cash for 
all its purchases and it received cash for all its sales. Its annual volume 
was $20,000. Today, its annual sales total $600,000, including cash sales 
and sales on account payable on the first of the following month. On some 
lines of goods customers pay monthly over 12 to 18 months. On purchases 
the company gets 30 to 90 days with cash discount privileges. To take 
advantage of all its cash discounts, it borrows from local banks on its 
notes, (a) In how many ways can this store use credit transactions? 
(b) Under what conditions might the store give or receive notes? (c) What 
three different accounts may be debited when Sales is credited? (d) When 
Purchases is debited, what three different accounts may be credited? 

2. The balance sheet of Robert Scott, a retail grocer, on December 31 
of the current year- showed notes receivable of $5,000 and accounts receiv- 
able of $5,000. On the same date the balance sheet of James Foster, a 
competitor, showed notes receivable of $1,500 and accounts receivable of 
$8,500. (a) Which balance sheet indicated the more desirable condition? 
(b) If Scott and Foster were dealers in farm machinery, would your answer 
be the same? 

3. On January 7 Harold Thomas purchased goods from the Shore Sales 
Co. for $375, terms 2/10, n/60. On February 1 he gave the vendor his 
30-day, non-interest-bearing note. On March 2 he paid the note. Give 
the entries for the transactions in general journal form (a) on Shore’s 
books and (b) on Thomas’ books. 
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4 E H Kramer needs additional funds with which to finance current 
purchases He therefore borrows from the bank, giving it a 60-day note 
for $1,000, which is discounted at the rate of 6% He also grv es a creditor 
a 60-day, n °te for $1,000 to apply on account, (a) In what way will 
the entries to record these two transactions differ 7 (b) Give the entry for 
each transaction m general journal form 

5 In sixty dav s Kramer pay a both of the notes mentioned m Question 4 
fa In what way s will the entries to record the transactions differ 7 (b) Gi\ e 
the entry for each transaction in general journal form 

6 (a) On October 7 A F Davis receives on account from one of his 
customers a 60-dai, non interest-bearing note for $500, dated October 6 
(b On October 21 Davis discounts at 6^ ( the note recen ed on October 7 
in part (a; (c On October 22 Davis abo discounts a 90-day, 6% note for 
$1 000 dated September 30 The rate of discount is 7% Give the entries 
required to record these transactions in general journal form 

7 G E McCauley borrows $1 200 at the bank at 6% for 60 days and 
pays three bill* for $500, $400 and $300 respectively on which he is 
allowed a purchases discount of 2% Give the journal entries in general 
journal form Is the net effect fav orable to hia proprietorship 7 

8 The fiv e transactions incident to a sale transaction are evidenced in 
the T accounts below Give briefly the nature of each 

Cash Votes Receivable R Eyler 

(c 120o9i d; 1 21o b ; 1200 c) 1 200 (a) 1.200 (b) 1,200 

(e 1 227 1o | (d) 1215 (e) 1,215 

Sales Interest Income 

a) 1 200 r ~(cj o 94~~ 

(e) 12 15 


9 On October 14 A. S Tudor receives a 60-day, 6% note for $1,500 
dated October 12. Tudor discounts this note at 6% on November 11 
The note is protested by the bank on December 11 The note is paid on 
December 26 with interest at 6% from date of maturity Giv e the journal 
entries for A. S Tudor 

10 John Curtis receives from Charles Spriggs a 60-day, 6% note for 
$750 dated April 12. On May 12 Curtis discounts this note at 6% On 
June 11 the bank asks payment of $759 because the note was dishonored 
On July 11 Curtis receives cash from Spriggs m full with interest at 6% 
since June 11 Give the journal entries for Curtis on Apnl 12, May 12, 
June 11, and July 1 L 
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L The transactions of the Ocean Finance Company in notes receivable 
and notes payable during 1 !>50 may be derived from the following table: 



RUINCIPAI, 

Rati; or 

iNTnu'ST 

Amount or 

Dati; 

Dm: 

iNTUKUST 

Rayaiu t: 

RntNvti'At, 

Notes receivable: 





dan. 1. 1050 

6 m os. 

6'*; 

every 8 mos. 

$ 2.000 

dan. 15. t‘d 50 

10 years 

rw; 

every 6 mos. 

10,000 

May 20, 1050 

60 days 

6<-; 

at maturity 

1,200 

Notes payable: 





Nov. 15. UNO 

1 year 

■H'e 

every 6 mos. 

12.000 

Apr. 10. 1050 

8 mos. 

0% 

at maturity 

6.000 


l imtnuiiona: Record all receipts and payments of principal and interest 
when due during tt>50 in a cash receipts journal and a cash payments journal 
with columns similar to those illustrated in this chapter. 

1!. (’. Haines completed the transactions listed below, among others, 
during a three-month fiscal period: 

Sept. t. Received from V>. Shore, a customer, a 60-day, non-interest-bearing 
note for $7,200, dated September 1. 

TO. Gave M. Whiting, a creditor, a 60-day, O' - ,', note for $2,100. 

16. Discounted at the Harris Trust Rank at 6 ( ';. the note received from 
D. Shorn, dated September t. 

Oct. 1. Discounted at the Harris Trust Thank at 0% a 6*',' note for $6,000 
received from H. Forest on November 60 of last year, due in one 
year. 

6. Received from G. Simms, a customer, a 15-day, 5 r ( ‘, note for $7,680, 
dated October 8. 

12. Discounted at the Harris Trust Rank at 7‘" his own 0-month note 
for $12,000. 

28. Received payment from G. Simms for the note of October 8. 

Nov. t. Notified by the Harris Trust Rank of the dishonor of the note of 
September 1 signed by D. Shore. Raid the bank the face value of 
the note and a $5 protest fee. 

0. Raid amount owed on note issued to M. Whiting dated Septem- 
ber 10. 

80. Received payment from D, Shore for the note of September 1 in- 
cluding interest of $86.08 from the date of maturity. 

Instructions: Record the transactions in a cash receipts journal, a cash 
payments journal, and a general journal like the ones in this chapter. In 
discounting notes, use the actual number of days to maturity. 



502 


ACCOUNTING PRINCIPLES 


[Ch.11 


3 The individual loan accounts in the subsidiary ledger of notes receivable 
of the Levis Loan Co are given below 


Name John Miller 

Int rate 6^ Pay ments $200 monthly plus interest 


Date 

Amolnt 

Paid 

Intepest 

I TO 

Amount or 
Interest 

Paid on 
Principal 

Principal * 
Balance 

7- 1 50 , 

8- 1 50 

9 1 50 

$250 

249 

| 1 
8 1 50 

1 9 1 50 

$50 

49 

$200 

200 

I 

$10,000 

9,800 

9,600 

Name 

Int rate 

Alice Phillips 

6^ Pavments $400 every 2 months plus interest 

4-1 o oO 
6-15 50 

8 15 oO | 

$500 

496 

6 15 50 

8 15 50 1 

$100 

95 

i $400 | 

400 

$10,000 

9,600 

9,200 

Name 

Int. rate 

Theodore Roberts 

5*^ Payments Interest semiannually; 

principal $1 000 annually 


4 10 49 

10 10 49 

4 10-50 | 

$ 2o0 
1250 

10-10 49 1 
4 10-50 

$2o0 

2o0 

$1,000 

1 $10,000 
| 10 000 

9 000 

Name 

Int rate 

Oscar Thompson 

6°c Payments $250 monthly including 

principal and interest 


8- 25-50 ! 

9- 25-50 

$2o0 

9 25 d0 

1 

$50 

1 $200 

$10,000 

9,800 

Name 

Int rate 

Robert Williams 

4°^ Pavments $5 000 annually plus interest 

10-30-48 

10 30-49 

$5,400 

10-30-49 

$400 

$5 000 

$10 000 
5,000 


Instructions (1) Assume that the principal and the interest on all loans 
are received on the day they become due Record receipts during October, 
1950, in a cash receipts journal with the following money columns General 
Cr ; Interest Income Cr ; Notes Receiv able Cr , Cash Dr 

(2) Post to the subsidiary ledger If a workbook is not used, prepare 
loan accounts as abov e for the subsidiary ledger 

(3) Enter the October 1, 1950, balance of $42 600 in the notes receivable 
control account Post to the following general ledger accounts Cash, Notes 
Receivable, Interest Income 

(4) Prepare a schedule to prove the controlling account. 

*To conserve space, headings are not repeated for each account 





CHAPTER X!l 

DEFERRED AND ACCRUED ITEMS 


need FOR The life of a business is divided into periods 

or time known as fiscal penods. At the end 
of each fiscal period two statements are prepared: one showing the 
assets, the liabilities, and the proprietorship at the end of the period; 
the other shoving the income and the expenses for the period. True 
statements of the financial condition of the business and of the income 
and the expenses ordinarily cannot be prepared from the ledger ac- 
counts that include only current transactions, since there are some 
income and expense items that are not recorded currently. 

Insurance expense takes place day by day but it is not until a 
balance sheet and a profit and loss statement are being prepared that 
insurance expense is made a matter of record. At that time the insur- 
ance expense applicable to the fiscal period is recorded in one entry 
covering the period. In a similar way provision must be made to see 
that all income and expense items of the period, but no others, are 
included in the profit and loss statement. Any part belonging to future 
periods should appear, not on the profit and loss statement, but on the 
balance sheet. 

The items involved in such adjustments may be grouped in four 
classifications. They are: 


1. Deferred charges to expense. 

2. Deferred credits to income. 

3. Accrued expense. 

4. Accrued income. 


Deferred charges to expense are the amounts that have been paid 
for expenses but that are really applicable to a future period. Deferred 
credits to income are the amounts that have been received in advance 
of the services rendered and that will be earned in future periods- 
Under the heading of accruals are the expense and the income items 
that have accrued from day to day but that have not yet been recorded. 
Interest expense on a note payable and interest income on a note 
receivable are illustrations of such items. 


deferred charges Deferred charges to expense represent commodi- 
TO expense ties and services that have been purchased 

for consumption but that are unconsumed at the end of the fiscal 
period. Although such items are purchased and paid for in one period, 

203 
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the unused portions will not become expenses until they are consumed 
in a subsequent penod They are therefore frequently termed prepaid 
expenses Prepaid expenses are of various lands In this chapter pre- 
paid insurance and prepaid interest are discussed to illustrate the 
procedure in handling prepaid expenses at the close of a fiscal penod 

Recording a Deferred Charge as an Asset When insurance premiums 
are paid, the payments are debited to a prepaid insurance account 
At the end of the fiscal penod the amount of the insurance premiums 
expired dunng the penod is ascertained from the policies, or, if an 
insurance policy register is maintained the amount of expired insurance 
is found by obtaining the total of the column showing the expirations 
for the penod The difference between the total of the premiums paid, 
which is shown by the prepaid insurance account, and the total of the 
premiums expired, which is determined from the policies or the insur- 
ance policy register, is the amount of unexpired insurance The expired 
insurance is analyzed according to the vanous types of property m 
sured and the amount of expired insurance applicable to each kind of 
property is reported on the profit and loss statement in the proper 
expense group For example, expired insurance on merchandise and 
store equipment is considered a selling expense, and that on office 
equipment and buildings a general expense 

To illustrate, it may be assumed that the prepaid insurance account 
has a balance of $500 at the close of the year This amount represents 
the unexpired insurance at the beginning of the vear plus the total of 
the premiums paid dunng the year On December 31 it is ascertained 
from the insurance policy register that the following insurance has 
expired during the year $170 on merchandise $150 on store equip 
ment $30 on office equipment, and $50 on building The expired 
insurance is recorded by the following adjusting entry 


Dec 31 Insurance Expense on Merchandise 170 

Insurance Expense on Store Equipment 150 

Insurance Expense on Office Equipment 30 

Insurance Fxpense on Building 50 

Prepaid Insurance 400 


To record the expired insurance premiums 
This entry transfers to appropriate expense accounts all of the 
expired portion of the premiums paid It leaves m the prepaid insur- 
ance account the unexpired portion, $100 This amount will be re- 
ported on the balance sheet as a deferred charge to expense 

Recording a Deferred Charge as an Expense Occasionally prepaid 
expenses are charged directly to expense accounts as they are incurred 
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For example, in the previous chapter when notes were discounted, the 
prepaid interest expense was charged directly to the account Interest 
Expense. Assume that on December 1, a business discounts at 6 per 
cent its own 90-day note for $10,000. Its entry in general journal form 
is: 


Dec. 1 Cash 9,850 

Interest Expense 150 

Notes Payable 10,000 

Discounted a 90-day note at 6%. 

At the end of the fiscal period on December 31, only one third of 
the interest expense has been used; the other two thirds will be an 
expense of the future fiscal period. The following adjusting entry 
transfers the unused portion of Interest Expense to an asset account, 
Prepaid Interest on Notes Payable. The entry is given below: 

Dec. 31 Prepaid Interest on Notes Payable 100 

Interest Expense . 100 

To record the prepaid interest on notes 
payable. 

The prepaid interest on notes payable will appear on the balance 
sheet as a deferred charge to expense. The balance of the interest 
expense account will appear on the profit and loss statement under 
the heading “Other Expense.” 

If the interest expense account had a debit balance of $385 before 
the adjustment, the entry to close the account would be: 

Dec. 31 Profit and Loss Summary 285 

Interest Expense 285 

To close the interest expense account. 

When these entries have been posted, the interest expense account 
and the prepaid interest on notes payable account appear as follows: 


Interest Expense 


— ' 

1949 

— 




1949 







Dec. 

1 

Balance 

V 

235 

Dec. 

31 

Adjusting 

J36 

100 




1 


,135 

150 


31 

Closing 

J37 

285 







3S5 


= 


j! 385 



Prepaid Interest on Notes Payable 


1919 

Dec. 


31 


Adjusting 


J36 


100 
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is charged currently to Interest Expense, at the end of the fiscal period 
a portion of this expense account would represent prepaid interest, 
an asset. In this case the asset portion would be transferred to an 
asset account, Prepaid Interest on Notes Payable, by the adjusting 
entry. The new account set up by the adjusting entry is a balance 
sheet account. It therefore needs to be reversed before the transac- 
tions of the new period are recorded. 

From this illustration it is possible to formulate a rule for reversing 
entries, as follows: 

(a) If the adjusting entry sets up a new balance sheet account, the adjust- 
ing entry should be reversed at the beginning of the new period. 

(b) If the adjusting entry sets up a new profit and loss statement account, 
the adjusting entry does not need to be reversed. 

Examination of these two situations will indicate why a reversing 
entry is needed in (a) and not needed in (b). In (b) the new account 
is closed into Profit and Loss Summary; while in (a) the new account 
still stands on the books and needs to be transferred back to the 
profit and loss statement account. 

deferred credits Income that is received during one period 

TO INCOME ma y not have been earned during that period 

but may be earned in a following period. Such items of income are 
known as deferred credits to income. For example, a publishing company 
receives payments for subscriptions to its publications in advance for 
a period of time extending beyond the end of the current fiscal period. 
The portion of the payments that is applicable to subsequent fiscal 
periods represents a deferred credit to income. When a bank discounts 
the note of a customer, it may deduct interest for a period extending 
beyond the end of its current fiscal period. The portion of the interest 
that is applicable to a subsequent fiscal period represents, on the records 
of the bank, a deferred credit to income. 

Other examples of deferred credits to income are rent received in 
advance by a business on property owned, storage charges received 
in advance by a warehouse company or a garage, premiums received 
in advance by an insurance company, tuition received in advance by 
a school, an annual retainer’s fee received in advance by an attorney, 
and amounts received in advance by an advertising firm for advertising 
service to be rendered in the future. In each of these cases the un- 
earned portion of the income received is, at the close of the fiscal 
period, a deferred credit to the income of the subsequent period or 
periods in which it will be earned. 
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By accepting payment for the commodity or the service m advance 
a business renders itself liable to furnish the commodity or the service 
at some future time If at the end of the fiscal period some portion 
of the commodity or the service has been furnished part of the liability 
has been discharged and part of the income has been earned The 
earned income appears on the profit and loss statement as part of the 
income of the period The unearned portion of the payment represents 
a liability of the business to furnish the commodity or the service in 
a future penod and is reported on the balance sheet as a liability under 
the heading Deferred Credits to Income Since these facts appear 
on the reports they should also be recorded in accounts 

Recording a Deferred Credit as an Income On December 31 the 
end of a y early fiscal period the interest income account in the ledger 
of J R McDonald has a credit balance of $1 2o0 The records of the 
business show that $2 d 0 of this balance represents prepaid interest 
income The prepaid interest is transferred to the account Prepaid 
Interest on Notes Receivable by the following adjusting entry 

Dec 31 Interest Income 250 

Prepaid Interest on Notes Receivable 250 

To record prepaid interest on notes r° 
ceiv able 

This entry transfers the balance of prepaid interest to a balance 
sheet account leaving only the amount that was earned m the interest 
income account The balance of the interest income account wall be 
closed into the profit and loss summary account when the closing 
entries are made 

Since the prepaid interest on December 31 will be earned during 
the next year it should be recorded in the interest income account as 
income of that year At the beginning of the new year therefore 
the balance of the prepaid interest on notes receivable account is 
transferred to the interest income account by the following reversing 
entry 

Jan 2 Prepaid Interest on Notes Receivable 2o0 

Interest Income 250 

To transfer the prepaid interest on notes 
receivable to the interest income account 

When this entry has been posted the prepaid interest on notes 
receivable and the interest income accounts appear as follows 


Prepaid Interest on Notes Receivable 
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Interest Income 


1949 

Dec. 

31 

31 

Adjusting 

Closing 

J36 

J37 

250 

1,000 

1949 

Dec. 

31 

Balance 

V 

1,250 





1,250 





1,250 




i 


1950 

Jan. 

2 

Reversing 

J38 

250 


The credit item of $250 in the interest income account represents 
income of the period in which the interest will be earned. 

Recording a Deferred Credit as a Liability. Income that is received 
before it is earned may be credited to a liability account. For example, 
if rent income of $4,000 covering a period of two years in advance is 
received on July 1, the transaction may be recorded in general journal 
foi'm as follows: 

July 1 Cash 4,000 

Prepaid Rent Income 4,000 

Two years’ rent in advance. 

On December 31, the end of the fiscal period, $1,000 of this amount 
will be earned and $3,000 will be unearned. The following adjusting 
entry may then be made: 

Dec. 31 Prepaid Rent Income 1,000 

Rent Income 1,000 

To record the earned rent income. 

Prepaid Rent Income then has a balance of $3,000, the amount that 
is unearned, and Rent Income has a balance of $1,000, the amount of 
income earned during the current fiscal period. The credit balance of 
the rent income account is closed to Profit and Loss Summary, the 
credit balance of the prepaid rent income account is reported on the 
balance sheet as a deferred credit to income. 

As was explained on page 207, no reversing entry is required in 
this instance because the adjusting entry set up a new profit and loss 
statement account and not a new balance sheet account. 

accrued expenses At the end of the fiscal period, the accounts 

should show all the expenses incurred during 
that period. In addition to the expenses recorded in the accounts, 
there may be expenses that have accrued but that have not been 
recorded because payment will not be due until later. For example, 
a business may pay its employees their weekly salaries on Thru sda\ . 
If its fiscal period ends on Saturday, it will owe its emploj ee» salai ies 
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for two days, but it will not pay the employees until the following 
Thursday. The accrued salaries should be reported as a liability on the 
balance sheet and as an expense of the current period on the profit 
and loss statement. 

The books may be brought into accord with the statements by an 
adjusting entry that debits an expense account such as Sales Salaries 
and credits a liability account such as Salaries Payable. To illustrate, 
assume that the sales salaries account has a balance of $6,700 at the 
end of the \ ear and accrued sales salaries amount to $100. To record 
the amount owed the salespeople, payment of which will be made in 
tbe new fiscal period, the following adjusting entry is made: 

Dec 31 Sales Salaries 100 

Salaries Payable 100 

To record the sales salaries that ha\e 
accrued for two days. 

This entry completes the record of sales salaries expense and sets 
up the accrued liability Salaries Parable. 

Tbe accrued sales salaries, that is, the amount recorded in the 
salaries parable account, will appear on the balance sheet of December 
31 as a current liability. The total sales salaries for the year, that is, 
the balance of the sales salaries account, will appear on the profit and 
loss statement as a selling expense. 

On January 4 of the following year, $300 will be paid to the sales- 
people as salaries. Only two thirds of this amount, however, will 
represent an expense of the new period, for the other one third will be 
amply a cancellation of the liability Salaries Payable. Sales Salaries 
may be debited for two thirds of the amount; Salaries Payable, for 
one third. In order that this analysis of the payment may be avoided, 
however, a reversing entry is made at the beginning of the new period. 
The amount of the accrued salaries is transferred from the salaries 
parable account to the sales salaries account by the following entry: 

Jan- 2 Salaries Parable 100 

Sales Salaries 100 

To transfer the salaries parable account 
into the sales salaries account 

"When this entry has been posted, the accounts Salaries Payable 
and Sales Salaries appear as follows: 


Salaries Payable 
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Sales Salaries 


1949 





1949 





— 

Dec. 

31 

Balance 

V 

6,700 

Dec. 

31 

Closing 

J37 

6,800 



31 

Adjusting 

J36 

100 









I 6,800 





6,800 





II 

II 

1950 











Jan. 

2 

Reversing 

J38 

100 



When the $300 in wages is paid on January 4, the entire amount 
can be debited to the sales salaries account. The difference between 
the debit item of $300 and the credit item of $100 in this account will 
be an expense of the year in w r hich the $300 is paid. 

The discussion of the treatment of accrued salaries serves to illus- 
trate the method of handling items of accrued expense in general. If, 
in addition to accrued salaries, there are other items of accrued expense 
at the end of a fiscal period, separate accounts may be set up to record 
as liabilities the claims of others that represent expense items consumed 
during the period but not payable until a subsequent period. When 
these liability items are numerous, one liability account, termed 
Accrued Payables, may be opened. All accrued liabilities may be 
recorded as credits to this account instead of to separate accounts. 
In this case the nature of each item should be stated in the Items 
column of the ledger account. The accrued liabilities are reported on 
the balance sheet as current liabilities. Whether the one account or 
separate accounts are set up to record the accrued liabilities, the proper 
expense accounts are debited for the expenses incurred during the period 
but not yet paid. 

accrued income Income may be earned in one fiscal period, 

but it may not be due until a subsequent 
period. Accurate accounting demands that each period be given credit 
for the income earned during that period. 

To illustrate, assume that on December 1 a business receives from 
a customer a note for $2,000 due in four months with interest at 6 per 
cent. On December 31 one fourth of this interest has been earned. 
If the books are closed on December 31, $10 of the total interest to be 
received should appear on the balance sheet as an asset and also on the 
profit and loss statement as income earned. To record the asset 
Interest Receivable and the income Interest Income, the following 
adjusting entry is made: 
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are numerous, one asset account, termed Accrued Receivables, may be 
opened. All accrued assets may be recorded as debits to this account 
instead of to separate accounts. In this case the nature of each item 
should be stated in the Items column of the ledger account. These 
accrued assets are reported on the balance sheet as current assets. 
Whether the one account or separate accounts are set up to record 
the accrued receivables, the proper income accounts are credited for 
the income earned during the period but not yet collected. The ac- 
counts thus reflect the accrued income. This income is reported on 
the profit and loss statement as income of the period just ended. 


QUESTIONS 

1. Classify the following items as deferred charges to expense or deferred 
credits to income: 

(a) Subscription payments received in advance by a publisher. 

(b) Property taxes paid in advance. 

(c) Advertising literature on hand. 

(d) Life-insurance premiums received by an insurance company. 

(e) Prepaid rent income received on property owned. 

(f) Interest received in advance by a bank for discounting a note. 

(g) Interest paid in advance at the time a note was discounted at the bank. 

(h) A fire-insurance premium prepaid by a business. 


2. Thomas Mitchell, the manager of a weekly newspaper in a town with 
a population of ten thousand, records receipts from subscriptions as income 
and payments of expenses as operating costs. He contends that this plan 
is satisfactory since the receipts from subscriptions and the payments of 
expenses are uniform from year to year. What are the advantages and the 
disadvantages of this method? 

3. The O’Brien Publishing Company publishes magazines and collects 
subscriptions and advertising in advance. In both instances the income 
accounts are credited when cash is received. If no adjusting entries are 
made, will income be overstated or understated? What adjusting entries 
should be made in each case? Are reversing entries needed? 

4. Classify the following as (a) deferred charge; (b) deferred credit; 
(c) accrued income; (d) accrued expense. 

(1) Sales Salaries Payable. 

(2) Interest Receivable. 

(S) Prepaid Rent Income. 

(4) Prepaid Insurance. 
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5 The weekly pay roll of T 0 Elliott is $300 This amount is paid on 
Saturday of each week December 31 is a Thursday What adjustment 
is required to record the accrued wages at that time 7 


G Describe the entries marked (a), (b), and (c) in the following account 



■R hat is the date of each entry 7 

7 H F Brown closes his books monthh He owes $5,000 on a 6% note 
on which the interest is payable semiannual!' His customers owe him 
$10,000, which amount is represented by sev eral notes, each due 6 months 
from date and bearing interest at 6 % (a; Describe the method by which 
he will find the amount of accrued interest at the end of each month, 
(bj How will the accrued interest be recorded 7 (c) Will reversing entries 
be equally necessary for the accrued interest on both the note payable 
and the notes recen able 7 

8 Give entries m general journal form for the following* 

Oct 17 Received a $2 400 90-day note bearing interest at 6% 

Dec 31 Made an adjusting entry for accrued interest on the note of 
October 17 

Jan. 2 Made a reversing entry for accrued interest 
Jan 9 Discounted the note at a discount rate of 6% 

9 On May 1 a small part of the building occupied by the Atlas Mercan- 
tile Co was rented at an annual charge of $1,500 This amount was 
receiv ed on May 2 and was recorded as a credit to Rent Income (a) What 
entries should be made on December 31 when the books are closed and 
on January 2 7 (b) If the $1 500 had been credited to Prepaid Rent In- 
come, what entries would be required 7 

10 The Lyall Publishing Co publishes a magazine for which it receives 
subscriptions for one-, two-, and three-year periods At the time the 
remittance is received for each subscription, the liability account Prepaid 
Subscriptions is credited (a) W hat adjusting entry is needed at the end 
of a fiscal period 7 (b) Is a rev ersmg entry required at the beginning of the 
next fiscal period 7 
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PROBLEMS 

1. The records of Walter Collins need the following annual adjustments 
in order to prepare statements for the year ended December 31, 1950: 

(1) The store supplies account shows a debit balance of $500. Store 
supplies on hand cost $100. 

(2) All insurance policies were purchased on January 1, 1950, and were 
charged to Prepaid Insurance. Premiums in the amount of $450 run 
for three years, and premiums of $80 expire in one year. 

(3) The rental lease provides that the rent each year shall be computed 
at 4% of gross sales ($200,000) less the minimum rental already 
paid of $500 a month. 

(4) One year’s advertising, $1,000, to run from April 1, 1950, was charged 
to Advertising Expense. 

(5) Salesmen are to receive a bonus of $6,000 and office employees are to 
receive a bonus of $1,000. (Salaries Payable) 

(6) Interest income at 6% has been earned on a note receivable of $2,000 
from July 1, 1950. 

(7) Interest is to be accrued at 6% from November 1, 1950, on a $10,000 
note payable. 

(8) On October 1, 1950, Collins discounted at the bank his own note for 
$8,000. Interest Expense was debited with $320 bank discount for 
six months. 

(9) On September 1, 1950, the account Miscellaneous Rent Income was 
credited with $600, representing six months’ rent to March 1, 1951, 
received from a nearby store for space occupied in Mr. Collins’ ware- 
house. 

Instructions: (1) Prepare adjusting entries as of December 31, 1950. 

(2) Prepare the necessary reversing entries as of January 2, 1951. 


2. The balances in the income and expense accounts of the Ballard School 
of Television for the three months ended March 31 of the current year, 
before adjustments, are: 

Tuition Income $8,500 Rent Expense $1,500 

Instructors’ Salaries 2,700 Interest Expense 200 

Adjusting entries based on the following information are required in 
order to determine the net profit for the quarter ended March 31 of the 
current year. 

(a) Tuition income includes $500 of unearned tuition. 

(b) School supplies used, $1,000. 

(c) Interest accrued on notes received from students, $50. 

(d) Accrued salaries due instructors, $300. 

(e) On February 1 the school’s note for $10,000 was discounted at the 
bank. Interest Expense was debited for $200, the bank discount for 
four months. 

Instructions: (1) Prepare adjusting journal entries. In determining 
interest expense, use even months. 
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(2) Open a profit and loss summary account and income and expense 
accounts In addition to those listed above with March 31 balances before 
adjustments, accounts will be needed for School Supplies Used and Interest 
Income Arrange these accounts in the proper order (Note that asset and 
liability accounts are not opened, although they are used in the journal 
entries ) 

(3) Record the March 31 balances in the proper accounts and post the 
adjusting entries to the income and expense accounts only 

(4) Prepare and post separate closing entries to close each income account, 
each expense account, and the profit and loss summary account Indicate 
in the Items columns of the profit and loss summary account the source of 
each income or expense, such as “Tuition Income,” “Instructors’ Salaries,” 
and “Rent Expense " 

(5) Prepare a classified profit and loss statement from the data in the 
profit and loss summary account 


3 The account balances in the ledger of the Moss Music Co on Decem- 
ber 31, the end of the fiscal year, were as follows 


Cash 

$14,089 78 

Sales 

$98,163 40 

Notes Receivable 

8,650 00 

Sales Returns and Allow 

857 90 

Accounts Receivable 

2,594 13 

Purchases 

61,890 33 

Merchandise Inventory 

32,684 10 

Freight In 

4,216 90 

Store Equipment 

4,000 00 

Purchases Ret and Allow 

1,243 25 

Office Equipment 

1,075 50 

Sales Salaries 

7,200 00 

Store Supplies 

2,468 75 

Delivery Expense 

3,869 40 

Office Supplies 

429 80 

Advertising Expense 

1,587 50 

Prepaid Insurance 

1,200 00 

Misc Selling Expense 

321 98 

Prepaid Rent Expense 

10,800 00 

Office Salaries 

2,400 00 

Notes Payable 

8,400 00 

Misc General Expense 

895 61 

Accounts Payable 

6,702 27 

Interest Income 

1,268 40 

Prepaid Rent Income 

600 00 

Purchases Discount 

524 66 

G L Moss, Capital 

50,000 00 

Interest Expense 

543 80 

G L Moss, Personal (dr ) 

4,800 00 

Sales Discount 

326 50 


The data for adjustments were 

(a) Merchandise inventory, December 31, $30,863 70 

(b) Store supplies inventory, December 31, $427 39 

(c) Office supplies inventory, December 31, $31 20 

(d) Expired insurance as follows on merchandise, $695, on store equip- 
ment, $80, on office equipment, $25 

(e) Rent expense for the year, $3,600 

(f) Rent income for the year, $300 

(g) Bonus payable to employees, 10% of sales salaries and 10% of office 
salaries (Credit Salaries Payable ) 

(h) Accrued interest on notes receivable, $199 50 

(i) Prepaid interest on notes receivable, $20 

(j) Accrued interest on notes payable, $136 

(k) Prepaid interest on notes payable, $25 

Instructions' (1) Prepare an eight-column work sheet for the year ended 
December 31 of the current year 

(2) Prepare a profit and loss statement and a balance sheet 

(3) Record adjusting, closing, and reversing entries 



CHAPTER XIII 

VALUATION OF CURRENT ASSETS 


a « T pt R 1 n J In the P revious chapter accruals and defer- 

rals were discussed as adjustments required 
to correct the accounts at the end of a fiscal period. The amounts 
required for these adjusting entries were relatively easy to compute 
because they were based on known facts and accepted procedures. 
For example, an interest adjustment is based on a known amount of 
principal, a known interest rate, and a set period of time. In deter- 
mining the amount of interest to be accrued or deferred, there is only 
one correct answer, since all the elements entering into the calculation 
are known. 

In this and the following chapter, additional asset account adjust- 
ments that involve estimated rather than known factors are discussed. 
The amount of cash that will be collected from a given amount of 
receivables is an estimate. It may be based on a considerable amount 
of past experience, but there is no positive proof that "history will 
repeat itself." The factors entering into the ability of each of the 
customers to pay in full are too varied to permit exact calculation. 
It is therefore necessary to estimate the amount of receivables that 
will not be collected and to set up the loss from bad debts as an expense 
of the current period. 

While the valuation of merchandise inventory uses a different 
accounting procedure than the valuation of receivables, it will be 
shown that the adjustment of inventory also requires an estimating 
process. 


valuation accounts When information regarding a balance sheet 

item should include tw r o amounts, it is 
customary to show 7 this information by the use of a valuation account. 
The account that measures the decrease to be applied to the first 
account is called a valuation account. For example, the accounts 
receivable balance shows the total due from customers and agrees with 
the sum of all the customers' accounts in the special accounts receivable 
ledger. Since some of these accounts will probably prove uncollectible, 
it is desirable to show the estimated uncollectible amount as a sub- 
traction from the total of receivables. In nonaccounting terms this 
is shown as follows: 
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Total due from all customers 
Estimated uncollectible amount 


Current \ alue of accounts recen able 


$12 000 
600 

$11 400 


The amount of the estimated uncollectible receivables or bad debts 
is set up m a separate valuation account called Resen e for Bad Debts 
An accounts receivable account and a resen e for bad debts account 
are shown m T form below 


Accounts Receivable 


Reserve for Bad Debts 


Balance 12 000 | J 600 

The first item is a debit representing the total claims against 
customers The second is a credit representing the estimated amount 
that will be uncollectible The amount shown on the balance sheet is 
the net amount of the two account balances $11 400 The account 
with the smaller balance is the valuation account The purpose of a 
valuation account is to preserve in the records statistical data and at 
the same time to make possible the reporting of the effective amount 
applicable at present to the account in question 

estimated expenses Since estimated loss from uncollectible ac 
accounts AT,ON counts and other estimated expenses are 
subject to later correction the prevailing 
accounting practice is to set up valuation accounts to accumulate the 
effect of these estimated periodic adjustments If the best possible 
estimate of bad debts incidence is 1 per cent of sales based on past 
experience it may come about that the use of this percentage will 
accumulate a total m the valuation account that is obviously too large 
Since the estimates are accumulated m a separate account it is a 
relative!} eas} matter to make a correcting entry to bring the situation 
more into accord with the facts 


IDENTIFYING bad Businessmen have learned by experience that 
during each }ear thev sell merchandise to 
some customers who fail to pa> their ac 
counts This is true no matter how carefullj they may select those to 
whom they sell on account 

Since sales are made on account had debts or uncollectible receiv 
able* are often not ascertained until an accounting period sub equent 
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to that in which the sales were made. Losses from bad debts are 
properly chargeable, however, to the period in which the credit is 
granted. At the end of each accounting period prolusion must therefore 
be made for losses on accounts receivable resulting from the sales of 
that period. For example, on December 31, 1949, David Hardy has 
$20,000 due from customers. It is probable that he will be unable to 
collect this entire amount. He does not know which customers will 
not pay, but he does know from past experience that about jA of 
1 per cent of net sales will be uncollectible. If his net sales volume for 
1949 is $140,000, the estimated uncollectible amount is $700. The 
amount that he expects to collect on 1949 sales, then, is $140,000 -$700, 
or $139,300. 

The following adjusting entry is made at the end of the fiscal year: 

Dec. 31 Loss from Bad Debts 700 

Reserve for Bad Debts 700 

To provide for uncollectible accounts esti- 
mated at Lc of 1 per cent of sales. 

The percentage of bad debt losses to sales can be based either on 
total sales volume or on sales made on accoimt as distinguished from 
cash sales. For instance, if David Hardy’s cash sales for 1949 were 
$105,000 and his sales on account were $35,000, the percentage to be 
used would be 2 per cent of accoimt sales instead of JA of 1 per cent 
of total sales. 


method of SHOWING The amount of estimated uncollectible re- 

financial statements ce i va ^ es must appear on the balance sheet, 

and the expense resulting from estimated 
losses from bad debts must appear on the profit and loss statement. 
The balance sheet item will appear as a deduction from receivables; 
the profit and loss statement item, as a general expense. 


For example, it is not proper for David Hardy to show accounts 
receivable on the balance sheet as $20,000, even though the specific 
receivables that may prove bad are not yet known. Allowance must 
be made for the $700 that will probably prove uncollectible. The $700 
is therefore subtracted from the $20,000 owed by customers, and the 
accoimts receivable are shown on the balance sheet at the net amount 
of $19,300. 

Accoimtants and businessmen believe it best to show on the balance 
sheet the gross amount of the accounts receivable with the estimated 
allowance for bad debts subtracted from it for two reasons: (1) the 
amount of accoimts receivable expected to prove uncollectible is an 
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estimate and may have to be adjusted and (2) the gross amount agrees 
with the subsidiary customers' ledger 

The estimated allowance for bad debts is usually called reserve }&r 
bad debts If this method is used by David Hardy, his accounts receiv- 
able and reserve for bad debts will be reported on the balance sheet 
in the following manner 

Accounts Receivable 20 000 

Less Reserve for Bad Debts 700 19,300 


The provision for loss from bad debts represents a cost of operating 
the business and should therefore be reported as an expense on the 
profit and Joss statement There is a difference of opinion among 
accountants concerning the classification of this expense. Since the 
granting of credit usually rests with the credit department, a non- 
selling department, it is treated as a general expense in this text 


accounting for When a claim against a customer proves 

'XgSSSr* worthless, it is charged against the reserve 

for bad debts by debiting Reserve for Bad 
Debts and crediting the account with the customer Thus, if an account 
of $300 owed by T M Mason, which appears in the accounts receivable 
ledger of Dawd Hardy, is definitely ascertained to be uncollectible 
on February 15, 1950, the following general journal entry will be made 


Feb 16 Reserve for Bad Debts 4 300 

Accounts Receivable — T M Mason Z/y/ 300 

To write off the account as uncol 
lectiblc 


As indicated by the two notations m the posting reference column, 
the credit item is posted both to the accounts receivable account m the 
general ledger and to the customer's account in the accounts receivable 
ledger When posted, this entry will close the uncollectible account of 
the customer in the accounts receivable ledger 

After this entry is posted, the reserve for bad debts account of 
David Hardy appears as follows 


RFsrnvF ron Bad Debts 






iBiEM 


p.tr-e^ ']} 3i?-4 



In the previous illustration it was assumed that the customers 

account was wholly uncollectible In many instances it is possible to 


Ch. 13] 


VALUATION OF CURRENT ASSETS 


221 


collect a percentage of the bad receivable. In this case, only the un- 
collected portion is charged to the reserve for bad debts. For example, 
assume that on February 15 T. M. Mason owed $500 and paid 40 cents 
on the dollar. The entry in general journal form would be: 


Feb. 15 Cash 

Reserve for Bad Debts 

Accounts Receivable — T. M. Mason . . 
To write off 60 cents on the dollar as 
uncollectible. 


1 

4 

3 ^/ 


200 

300 


500 


If the allowance set aside at the close of a period has been estimated 
exactly, it vail equal the amount of accounts receivable ascertained to 
be worthless and charged to the reserve account. This will rarely, if 
ever, occur. The reserve for bad debts account may have a debit or a 
credit balance at the end of a fiscal period. The allowance for bad 
debts provided for at the close of the period is combined with this 
balance, and the total is carried forward into the next period. As was 
explained previously, tills total is subtracted from the total of the 
accounts receivable on the balance sheet. 

bad debts collected Sometimes a customer’s account that was 

thought to be uncollectible and that was 
charged against the reserve for bad debts account is subsequently 
collected. Such a collection should be shown in the customer’s account 
so that his account will contain all the information needed for credit 
purposes. The amount that was formerly written off as a bad debt is 
re-entered in the customer’s account in the accounts receivable ledger. 
Reserve for Bad Debts is credited to correct the entry that was made 
when the account was judged to be uncollectible. 

For example, if T. M. Mason, whose account was closed on Febru- 
ary 15 because it was believed to be uncollectible, pays on June 20, 
1950, the $300 he owes, the entries may be made in general journal 
form as follows: 

June 20 Accounts Receivable — T. M. Mason 3/\/ 300 

Reserve for Bad Debts 4 300 

To reinstate the account charged off 
as uncollectible on February 15, 1950. 

20 Cash 1 300 

Accounts Receivable — T. M. Mason ... 3 /\/ 300 

In full of account. 

When these entries are posted, the account with T. M. Mason will 
show all of the information about the bad debt and its collection. 
Reserve for Bad Debts will show a correction entry for the charge-off 
that was in error. 
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aging the accounts The estimated bad debt loss for any given 
receivable period is usually based on and related to the 

sales volume for the same period However, the bad debt loss can also 
be related to accounts receivable When this is done the estimate is 
most accurately made by aging the accounts receivable 

At the end of the fiscal period a schedule may be prepared which 
ages the accounts receivable This schedule shows (1) the name of each 
customer (2) the amount owed by each customer and (3) the age of 
the account The amounts owed are placed in columns according to 
the age of the account For example when the accounts receivable 
are aged at the end of December all amounts owed by customers for 
sales made in December would be placed in a column headed Cur 
rent Amounts owed on sales made in November would be placed in 
a column headed Over 30 Days Amounts owed on sales made in 
October would be placed m a column headed Over 60 Days When 
these columns are totaled the accountant knows what amount of 
accounts receivable is current and what amounts are older He is 
then able to judge whether or not the balance in the reserve for bad 
debts is adequate m relation to the balance of accounts receivable 


notes receivable When notes are received from customers in 
bad debts VE FOR payment of accounts they like accounts re- 
ceivable may prove uncollectible The 
reserve for bad debts is set up to take care of uncollected notes as well 
as uncollected accounts In fact an uncollected note is often the result 
of an attempt to collect an account that is not too good The amount 
charged periodically to bad debts expense should provide a reserve 
that covers not only bad accounts but also bad notes 


importance of The valuation of the inventory amount is 

INVENTORY AMOUNT im p 0r ta n t largely because of its size and the 
efiect of this size on the net profit If the inventory is ten times the 
net profit a variation of 10 per cent in the amount of the inventory 
might double the profit shown or wipe it out entirely As the largest 
item among the current assets the amount of inventory is the most 
important single factor in current ratio and in working capital ealcula 
tions In a mercantile business inventory valuation is probably the 
most important adjustment made at the end of an accounting period 
A small error in this one item may be more senous than the omission 
of an entire adjustment affecting other balance sheet and profit and 
loss statement amounts 
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CONSERVATIVE The conservative method of valuing in- 

VALUATION METHOD ventory &t ^ ^ of CQst Qr £ 

explained in Chapter II. It provides a low amount for the balance 
sheet and causes the profit and loss statement to show a low net profit 
figure. It postpones the favorable effect of market price increases 
until the goods are sold in the next fiscal period, and it anticipates the 
unfavorable effect of market price decreases. It causes the gross profit 
figure to provide for inventory declines due to falling market prices. 

Assume that David Hardy buys merchandise for $20,000 and sells 
one half of it for $15,000. Because of a declining market, the goods 
remaining that cost $10,000 could now be purchased for $8,000. Using 
the lower of cost or market to value this inventory, the profit and loss 
statement would appear as follows: 

Sales $15,000 

Cost of Goods Sold: 

Purchases $20,000 

Inventory 8,000 

Cost of Goods Sold 12,000 

Gross Profit. . . . $ 3,000 


In this case the actual cost of goods sold was $10,000 and the loss 
from a declining market price was $2,000. The gross profit figure of 
$8,000 is a combination of a margin of $5,000 less an inventory loss of 
$ 2 , 000 . 

On the other hand, a rising market would benefit the following fiscal 
period under this plan of inventory valuation. If the inventory costing 
$10,000, as above, would now cost $12,000, the valuation shown on the 
balance sheet would be $10,000 and the gross profit would be $5,000. 
Since retail prices would be going up with wholesale prices, the follow- 
ing period would show a larger gross profit on the sale of these goods 
than on goods purchased during that period at the higher prices. The 
balance sheet figure of $10,000 would likewise show a figure $2,000 
under the market at the balance sheet date. 


choosing THE COST In a changing market where prices are rising 

inventories or falling, the cost figure to be used for in- 

ventory price may be determined in several 
ways. The prevailing practice is to use the latest invoice prices for 
inventory valuation. This is called the first-in, first-out method, since 
goods sold or used are charged out first. To illustrate, assume three 
purchases at successive price increases, as follows: 
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(1) Oct 7 300 units @ $1 00 $ 300 

(2) 14 400 units G $1 20 480 

(3) 25 300 units @ $1 30 390 

Total $1,170 

The inventory at the end of the period consists of 500 items as 
follows 

200 units purchased Oct 14 @ $1 20 $240 

300 units purchased Oct 25 G $1 30 390 

Inventory valuation $630 


It is assumed here that the units sold or used were those first 
acquired hence the phrase “first in first-out ” The cost of goods sold 
would be made up of 

300 units purchased Oct 7 (fi $1 00 $300 

200 units purchased Oct 14 G $1 20 240 

Cost of goods sold $540 

Since this method gives a lower figure for cost of goods sold than 
for inventory, a more conservative cost method would be to charge 
cost of goods sold at the latest invoice prices and value inventory at the 
earliest prices This cost method is known as last-vn, first-out It is 


assumed that the goods sold consist of 


300 units purchased Oct 25 G $1 30 

$390 

200 units purchased Oct 14 G 31 20 

240 

Cost of goods Bold 

$630 


This makes the inventory consist of all the goods purchased on 
Oct 7 and half of those purchased on Oct 14, which at cost would 
show an inventory value of $540 

It should be observed in the previous illustration that the direction 
of the price level determines which of the two methods is more con 
servative If the price level is moving up, the last-m, first-out method 
gives a lower or more conservative balance sheet figure for merchandise 
inventory and reduces the gross profit on sales If the price level is 
moving down, the first in, first-out method gives the lower amount for 
the inventory and a correspondingly lower gross profit 

There is considerable debate in accounting circles currently regard 
mg the relative ments of these two methods They are commonly 
referred to as fifo and hfo — the letters standing for “first-in, first-out" 
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and “last-in, first-out.” Proponents of fifo insist that their method 
accords with the physical facts that goods first received are actually 
first sold and that the inventory shown on the balance sheet is shown 
at its correct value. Those supporting lifo point out that a given 
amount of inventory is a requirement for a going business and that 
their method synchronizes cost and selling prices. Although both 
methods are permitted for income tax purposes, the prevailing senti- 
ment seems to favor fifo. 

TAKING THE Counting the items that comprise the in- 

ventory is a difficult process that ordinarily 
must be done when business operations have ceased. For this reason 
physical inventories are commonly taken after the close of business 
at the end of the month or at the end of the year. One inventory taker 
counts the units and a second puts down the count on an inventory 
sheet. After the inventory taking is completed, the items on the sheets 
are priced and the amounts determined. This arithmetical process 
can be done while business is going on, but the counting must be done 
during inactivity. 

A very important phase of inventory taking is making the inventory 
items correspond to the records of sales and purchases. Items included 
in the sales journal may still be in the warehouse awaiting shipment. 
Of course such items belong to the customer and should be omitted 
from the inventory. On the other hand, invoices for purchases may be 
entered in the purchase journal before the goods are received. These 
goods should be included in the inventory although they are still in 
transit. 


perpetual Because of the work involved and the short 

inventories time available, complete physical inventories 

tend to be taken only once a year. Inventories for monthly reports are 
estimated in various ways, or book inventories are used. A book in- 
ventory or perpetual inventory is like setting up an account on paper 
with each class of items purchased but not showing the amount in 
dollars. As items are received, they are charged “In”; as they are sold, 
they are credited “Out." The balance between total “In” and total 
"Out” should agree with the inventory count. 

The book inventory is sometimes called a perpetual inventory 
since the paper record shows the quantity of goods that should be on 
hand at any time. Entries are made on the book inventory from 
invoices or reports of materials received in the “Received” or “In” 
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columns; from sales invoices or sales tickets for sales of the item in the 
"Sold” or "Out” column. A running balance of the number of items 
on hand is kept in a third column 

This record of merchandise is similar to the accounts receivable 
and accounts payable subsidiary ledgers, except that dollar amounts 
are not used. Each merchandise item has an account, and the sum of 
these accounts at any time gives the quantity of merchandise that 
should be on hand. 


ESTIMATED While estimated inventories lack the accuracy 

INVENTORIES 0 f physical or book inventories, they are 

sometimes used to save labor Usually estimated inventories are based 
on the prevailing margin in the business. Thus, if sales for an account- 
ing period are $10,000 and the prevailing margin is 30 per cent, cost of 
sales should be $7,000. Using the items in the upper part of the profit 
and loss statement, it is possible to calculate an estimated inventory. 
Assume in the above case that the physical inventory at the beginning 
of the year was $14,000 and that purchases during the first month 
were $8,000. The current inventory is estimated as follows 


Sales $10,000 

Cost of Goods Sold 

Beginning Inventory $14,000 

Purchases 8,000 

Cost of Goods Handled $22,000 

Less Ending Inventory X 


Cost of Goods Sold 


7,000 


Gross Profit 


$ 3,000 


The ending inventory is estimated to be $15,000 using a cost of 
goods sold based on a 30 per cent margin This method of estimating 
the merchandise inventory is called the gross profit method, since it is 
based on the margin or gross profit. 

A slight variation of the above process is involved in the retail 
method of taking inventory. The final inventory under this method is 
obtained by recording all purchases and sales transactions at selling 
pnee. The difference between the purchases transactions at selling 
price and the sales gives the estimated amount of inventory at selling 
price. By applying the margin percentage, it is possible to express the 
inventory at cost price. 
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QUESTIONS 

1. Brown's balance sheet on December 31, 1949, showed Reserve for 
Bad Debts at $2,000; the trial balance on December 31, 1950, showed the 
same account with a debit balance of $500. What balance will the balance 
sheet on December 31, 1950, show if 1% of sales is charged annually to 
bad debts and sales for 1950 amount to $300,000? 

2. Jergens receives word that Cotton and Davis in bankruptcy can pay 
only 40c on the dollar. Give the entry for the receipt of the check when 
the debit balance of the Cotton and Davis account is $500. 

3. John Snyder receives a check for $360 from the receiver for Brown 
and Brower, representing 60c on the dollar on their account. Give the 
journal entry showing receipt of the check. 

4. The trial balance of Boles and Hammond show's a credit balance of 
$700 in Reserve for Bad Debts. The sales for 1949 amount to $200,000 
and the charge for bad debts is of sales. If Accounts Receivable on 
the same trial balance show's a balance of $20,000, what would be the net 
amount of accounts receivable on the December 31 balance sheet? 

5. In the previous question is the existence of a $700 credit balance on 
the trial balance proof that previous charges for bad debts have been too 
large? Explain. 

6. “After all, the provision for bad debts losses is largely a matter of 
individual judgment, so that the relationship between the asset and the 
reserve has little, if any, significance even to the trained analyst.” Do 
you agree? 

7. “The valuation of inventories has a significant bearing on the deter- 
mination of net income.” “Frequently the inventory is the largest and 
most important current asset.” Are these statements related? Explain. 

S. What will be the effect on the current profit and loss statement of an 
overvaluation of $1,000 on inventory. How will this affect the profit and 
loss statement for the succeeding year? Explain. 

9. The balance sheet of a well-known milling corporation shows: 

Inventories • • $3S,134,000 

Less Valuation Reserves 6,23S,000 

331,896,000 

Why do you think so substantial a reserve is used? 

10. J. J. Christian wishes to estimate his inventory on January 31, the 
first month in his calendar year. His physical inventory at the end of the 
previous year was $50,000. In January his sales were $25,000 and his 
purchases w’ere $20,000. If his margin is 40%, what is his estimated 
inventory on January 31? 
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PROBLEMS 


1 The following transactions were selected from those completed by 
James Pierce 


Dec 31, 1948 

Apr 7, 1949 
Aug 9, 1949 

Dec 81, 1949 

May 28, 1950 

Oct 23, 1950 

Dec 31, 1950 


Recorded the provision for loss from bad debts at 1 % of 
sales of $250,000 

Wrote off the account of Rex Morgan, $1,950, as uncollectible 
Edgar Risk paid 50 cents on the dollar on his $1,000 account 
The balance of the account was written off as uncollectible 
Recorded the provision for loss from bad debts at % of 1% 
of sales of $400,000 

Wrote off the account of Jack Houston, $2,500, as uncol- 
lectible 

Received $300 from Edgar Risk in partial payment of his 
account written off on August 9, 1949 

Recorded the provision for loss from bad debts at Yz of 1 % 
of sales of $540,000 


Instructions (1) Record the foregoing transactions in general journal 
form 

(2) Open a reserve for bad debts account Post the journal entries to the 
account, and rule and balance the account at the end of 1949 and 1950 


2 Stephen Brent is the national distributor of the New Era (tank type) 
and the Old Line (beater type) vacuum cleaners He has home salesmen 
m all the larger cities of the United States, working on a commission basis 
At the end of each month, each salesman reports his sales and also the 
number of cleaners and the retail or selling price of parts which he has on 
hand The inventory figure for Brent’s financial statements is obtained 
by using the lower of cost or market in pricing the cleaners on hand and 
by taking two thirds of the retail price of parts on hand reported by sales 
men 

Mr Brent’s trial balance on January 31 of the current year, which 
represents the end of one month's operations, is as follows 


Cash 

Receivable from Salesmen 

Reserve for Bad Debts 

$ 23,875 
50,000 

$ 3,500 

Merchandise Inventory 

Notes Payable 

18,000 

15,000 

Stephen Brent, Capital 

Stephen Brent, Personal 

10,000 

75,000 

Sales 

150,000 

Purchases 

98,000 


Operating Expenses (control) 

Purchases Discount 

45,400 

2,500 

Interest Expense 

725 



$246,000 

$246,000 
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Adjustment data: 

(a) Bad debts, 1% of sales (debit Operating Expenses). 

(b) Prepaid interest on notes payable, ,$150. 

(c) Interest expense accrued on notes payable, $25. 

(d) Inventory based on following data: salesmen report the following on 
hand on January 31: 

Retail value of parts, $9,000 (take two-thirds for cost). 

2 50 New Era cleaners (cost $40, but manufacturer's price to dis- 
tributors advanced on January 31 to $42.50). 

400 Old Line cleaners (cost $26.50, but manufacturer on January 28 
advised new price to distributors of $25). 

Instructions: (1) Prepare an eight-column work sheet for the monthly 
period. 

(2) Prepare a profit and loss statement and a balance sheet. 

(.3) Record adjusting, closing, and reversing entries. 

3. The profit and loss statement of Frank Lear for the year ended Decem- 
ber 31 of the current year is as follows: 

c~ 

/C 


Sales . $90,000 100 

Cost of Goods Sold: 


Merchandise Inventory, January 1 
Purchases . . 

$15,000 

53,800 


Merchandise Available for Sale . . . 

Less Merchandise Inventory, December 31 

$68,800 

14,800 


Cost of Goods Sold 

54,000 

60 

Gross Profit on Sales 

$36,000 

40 

Operating Expenses 

30,000 

33 M 

Net Profit 

$ 6,000 

6/-S 


The accountant in auditing Mr. Lear's records finds the following: 

(a) 1,000 units of Item A with a cost of $5 and a market value of $6.70 
were included in the inventory' at market value. 

(b) 500 units of Item B with a cost of $8 and a market value of $7 were 
included in the inventory at cost. 

(c) An order of merchandise ready for shipment to George Farmer on 
December 31 was included in the inventory at a cost of $2,800 and 
was also included in sales at $4,200. 

(d) An order of merchandise had been made up on December 31 ready 
for shipment to Mercury, Inc. on January 10. It had not been in- 
cluded in sales ($1,000) and w'as also not included in the inventory 
(cost $600). 

(e) An order of merchandise ready for shipment to Reeder Bro~. on 
December 31 for $2,000 was not included in sales and was included in 
inventory at $1,200. 



230 


ACCOUNTING PRINCIPLES 


[Ch.13 


(f) Merchandise ready for shipment to the Scott Corporation on Decem- 
ber 31 for $8,000 was not included in sales and was not included in 
the inventory (cost $4,800) 

(g) Merchandise purchased bj Mr Lear for $1,200 was on hand and 
included in the inventory, but the invoice was not received until 
Januarj 8 and had not been entered on the books 

(h) An invoice covering merchandise purchased for $800 was entered on 
the books on December 30 but inasmuch as the goods were in transit 
on December 31, they were overlooked m taking the raven torj 

Instructions (1) Prepare a table as follows indicating the effect of each of 
the foregoing situations on Sales, Purchases, and Merchandise Inventory 


Merchandise 

Inventory 


Decrease Increase Increase Decrease Increase Decrease 


(a) 

(b) 

(c) 
etc 


(2) Prepare a corrected profit and loss statement based on the corrections 
determined in (1) 

(3) Compute a new set of percentages for the profit and loss statement 
prepared in (2) 

(4) What are the significant changes in amounts and percentages between 
the two profit and loss statements’ 



CHAPTER XiV 

VALUATION OF FIXED ASSETS— DEPRECIATION 


importance of There comes a time when most fixed assets, 

depreciation suc h as buildings and equipment, are no 

longer useful. Whatever expenditure was 
made at the time the fixed asset was acquired must be charged off to 
operating expense if business capital is to be maintained. The decrease 
in the value of a fixed asset because of wear and of the passing of time 
is referred to as depreciation. Because of the great value of the fixed 
assets in many businesses, estimating the depreciation expense appli- 
cable to any accounting period is often one of the most important of 
all accounting adjustments. 

The estimate of the depreciation expense of one fiscal period might 
be based on the size of earnings if there were any considerable relation- 
ship between earnings and the wearing out of fixed assets; but there is 
no such relationship, as is evidenced by the wearing out of fixed assets 
even though a loss is shown year after year. Depreciation might be 
based on the estimated cost of a new asset to replace the old, except 
that logically it is not the new asset that is wearing out. Depreciation 
affects the fixed assets used in operating the business and should be 
based on their actual costs. 

Since fixed assets last through a number of accounting or fiscal 
periods, it is necessary that some reasonable method be used to dis- 
tribute the depreciation cost among the periods. The most common 
method of distributing the amount of depreciation to be charged to 
each period is to distribute the cost of the fixed asset equally over all 
of the periods in the estimated life of the asset. This method is known 
as the straight-line method. When the straight-line method is used, a 
fixed asset that cost $1,000 and that has an estimated life of 10 years 
will depreciate at the rate of $100 a year. The straight-line method 
will be used in the examples given in the first part of this chapter. 
Other methods will be discussed later. 


depreciation The amount of depreciation to be included as 

and fixed assets operating expense in any one period depends 
upon the useful life of the fixed asset. If Peter Vance purchased a book- 
keeping machine for $600, which, it was estimated, would last five 
years, the annual depreciation would amount to $120. This expense 
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is just as real as sales salaries, except that the amount charged is 
based on an estimate The machine may last only four years, in which 
case the annual charge should be $150, or it might last six years and 
then the annual charge should be only $100 

Since depreciation is at best an estimate, it is usually considered 
desirable to report separately the original cost of the asset and the 
amount that has been charged off as depreciation The amount that 
has been charged off as depreciation is shown in a valuation account 
known as Resene for Depreciation The difference between the original 
cost and the amount in the valuation account is known as the book 
xalue 

The effect of the valuation account on the office equipment account 
of Peter Vance if the bookkeeping machine mentioned above was the 
only office equipment owned and if the estimated life was 5 years, is 
illustrated in the following table 


End op Year 

Cost of Asset 

Valuation Account 

Book Vai 

1 

$600 

$120 

$480 

2 

600 

240 

360 

3 

600 

360 

240 

4 

600 

480 

120 

5 

600 

600 

0 


It is estimated that the bookkeeping machine, which cost $600, 
will last 5 years Instead of showing the successive annual values of 
the machine as $480 $360 $240, $120 and nothing, the valuation 
account is increased $120 at the end of the first, second, third, fourth 
and fifth jears The increase m the valuation account each year has 
the same effect on the asset as a similar decrease would have if it were 
applied directly to the asset account 

The effect on the balance sheet of the asset valuation accounts is 
not to increase the liabilities and the proprietorship, but rather to 
reduce the assets Such items are sometimes reported on the liabilities 
and proprietorship side of the balance sheet but this method results m 
overstating the assets by the total of the balances of the valuation 
accounts The more approved method, therefore, is to show the bal- 
ances of these accounts as deductions from the assets to which the} 
apply 

If J J Khng has, at the opening of his business on January 2, 1949, 
two fixed assets — store equipment valued at $35,000, on which the 
depreciation is estimated to be 10 per cent a year, and office equipment 
valued at $4,500, on which the depreciation is estimated to be 20 per 
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cent a year — the fixed assets may be reported as follows on the balance 
sheet prepared on December 31, 1949, at the end of the first year of 
operation: 

Fixed Assets: 

Store Equipment $35,000 

Less Reserve for Depreciation 3,500 $31,500 

Office Equipment. $ 4,500 

Less Reserve for Depreciation . . 900 3,600 

Total Fixed Assets $35,100 

Section of Balance Sheet Showing Fixed Assets and Depreciation Reserves 


METHOD OF record- if the original cost of each fixed asset and 
ING depreciation the amount that the asset has depreciated 
are to be shown as separate items on the balance sheet, it is evident 
that two accounts must be kept with each fixed asset that is subject 
to depreciation. The first account will show the cost of the asset, and 
the second account will show the accumulated depreciation on this 
asset. 


First Account — Cost 


Second Account — Depreciation 


Reserve for Depreciation 

Office Equipment of Office Equipment 


4,500 


900 


900 



1,800 


An adjusting entry is made at the end of each fiscal period setting 
up the depreciation expense and increasing the balance in the reserve 
for depreciation account. For example, in the above illustration 
J. J. Kling purchased on January 2, 1949, at a cost of $4,500 office 
equipment with an estimated useful life of 5 years. On December 31, 
1949, the following adjusting entry was made to record depreciation 
expense : 


Dec. 31 Depreciation of Office Equipment 900 

Reserve for Depr. of Office Equipment 900 


To record the yearly depreciation of office 
equipment. 

A similar entry would be made at the end of each fiscal year, taking 
into account additional depreciation expense for equipment purchased 
during the year. The depreciation expense account would be closed 
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into Profit and Loss Summary each year, while the credits to Reser\e 
for Depreciation of Office Equipment would accumulate in the valua 
tion account At the end of the fifth > ear, December 31, 1953, the office 
equipment account and the valuation account Reserve for Depreciation 
of Office Equipment of J J Kling appear as follows 



Reserve for Depreciation of Office Equipment 


1949 

Dec 

31 


J20 

900 

1950 

Dec 

31 


J36 

1,300 

1951 

Dec 

31 


J53 

1,500 

1952 

Dec 

31 


J72 

1,580 

1953 

Dec 

31 


JS1 

1 580 





6S60 


The calculation of the annual depreciation charge is illustrated in 
the table shown below A line is allowed for each new acquisition of 
office equipment, and the columns at the right provide for the accumu- 
lation of the depreciation charge year by year 


Date 

Acquired 

Cost 

1949 

1950 

1951 

1952 

1953 

Total 

1-2-49 

$4 500 

$900 

$ 900 

$ 900 

$ 900 

$ 900 

$4 500 

1-3 50 

1 900 

— 

380 

380 

380 

380 

1 520 

11-1 50 

600 

— 

20(1) 120 

120 

120 

380 

5 1-51 

600 

— 

— 

80(2) 

120 

120 

320 

9-1-51 

300 

— 

— 

20(3) 

60 

60 

140 



$900 

$1 300 

$1,500 

$1,580 

$1 580 

$6 860 

(1) Two months 

(2) Eight months 

(3) 

Four months 
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It should be noticed that the last three acquisitions of office equip- 
ment occurred during the fiscal period rather than at the beginning. 
Accordingly the depreciation charge was based on the number of 
months the fixed asset was used in that year. For example, on office 
equipment purchased November 1, 1950. depreciation was computed 
for two months as follows; (2/12 of 20% of $600 =$20). 

If the fixed asset is piuchased during the month instead of at the 
beginning, depreciation is charged for the nearest month. For example, 
if the purchase is made before the middle of the month, a whole 
month’s depreciation would be charged; if the purchase is made after 
the middle of the month, no depreciation would be charged for that 
month. Since depreciation expense is, at best, an estimate subject to 
error, it seems unnecessary to account for a unit of time shorter than 
a month. To illustrate, for a typewriter purchased on May 12, depre- 
ciation would be charged for a whole month; for a typewriter purchased 
on May 20, no depreciation would be charged in May. 

Since depreciation is an expense, it is reported on the profit and 
loss statement. Depreciation of various fixed assets is classified accord- 
ing to the use of the assets. If the asset is used in the sales department, 
the depreciation is classified as a selling expense. Depreciation of 
store equipment is classified as a selling expense; depreciation of office 
equipment, as a general expense. 


accounting for If the estimate of the useful life of the office 

fixed 'assets' ° F equipment purchased in 1949 and now fully 

depreciated and no longer in use was correct, 
the reserve and the asset would be closed off the books by the following 
entry ; 


1953 

Dec. 31 Reserve for Depr. of Office Equipment 4,500 

Office Equipment . ... 4,500 


To write off fully depreciated office equip- 
ment no longer in use. 


In actual practice, however, it is not possible to estimate deprecia- 
tion so accurately. A fixed asset may be sold at its book value, for 
more than its book value, or for less than its book value. For example, 
Paul Cranmer owned a truck that cost $4,000 and that had been 
depreciated at the rate of $S00 a year for 4 years. At the end of that 
time the ledger showed in the delivery equipment account the original 
cost value of $4,000 and in the reserve for depreciation account the 
total estimated depreciation of $3,200. The book value, the difference 
between the cost and the reserve, was therefore $S0O. If the truck 
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was sold for cash for $SOO, the transaction might be recorded in general 
journal form as follows 

Jan 2 Cash 800 

Resen e for Depr of Delivery Equipment 3,200 
Delivery Equipment 4,000 

Sold the deliv ery truck for the book value, 

$800 

When this entr> was posted the delivery equipment account and 
the reserve for depreciation of delivery equipment account would be in 
balance 

If instead of being sold for $800, the truck had been sold for $1,100, 
a gam of $300 would have been made In that case the sale might 
have been recorded in general journal form as follows. 


Jan 2 Cash 1,100 

Reserve for Depr of Delivery Equipment 3,200 

Deliv ery Equipment 4,000 

Gam on Sale of Fixed Assets 300 


Sold the delivery truck for $1,100, $300 
more than its book v alue 

If the truck had been sold for only 8650 a loss of $150 would have 
been incurred In that case the sale might have been recorded in 
general journal form as follows 


Jan 2 Cash 650 

Reserve for Depr of Delivery Equipment 3,200 
Loss on Sale of Fixed Assets 150 

Delivery Equipment 4,000 


Sold the delivery truck for $150 less than 
its book value 

If the truck had been damaged so that it had no value whatsoever, 
not ev en scrap value and if this loss had not been cov ered by insurance, 
the following journal entry would have been made: 

Jan. 2 Reserv e for Depr of Delivery Equipment 
Loss by Damage to Fixed Assets 
Delivery Equipment 

To record the discard of the delivery truck, 
which was damaged so that it had no v alue 

The accounts showing the gam or the loss on fixed assets are closed 
to the profit and loss summary account The gam on fixed assets is 
reported on the profit and loss statement under the heading “Other 
Income,” and the losses on fixed assets are reported under the heading 
“Other Expenses ” 

Gains or losses on fixed assets are sometimes transferred directlj 
to a capital account and are not reported on the profit and loss state- 


3,200 

800 

4,000 
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ment. This plan is not recommended, however, because gains or losses 
on fixed assets that are used in the business must be reported for 
income tax purposes in the period in which they occur, and it is there- 
fore desirable to have gains or losses shown on the profit and loss state- 
ment of the business. Furthermore, if the gains or the losses are not 
thus shown, the profit and loss statements for a period of years do not 
show the total income for those years. 


When a fixed asset is given in part payment 

fixed assets * or a new " xec * asset, the record maj' be 

made as if there were two transactions, one 
the sale of the original fixed asset and the other the purchase of the 
new fixed asset. When this plan is followed, the trade-in allowance 
for the old asset is considered to be the price at which it is sold, and a 
gain or a loss is recorded in the same way as if the sale had been for 
cash. For example, assume that a truck that cost $4,000 had a reserve 
for depreciation of $3,200 and a book value of $800. If a new truck at 
the same list price were obtained for a payment of $3,000 and the old 
truck, the allowance of $1,000 would exceed the book value of $800 
by $200. The first entry setting up the exchange value of $1,000 would 
be: 


Reserve for Depr. of Delivery Equipment 3,200 

Exchange Value 1,000 

Delivery Equipment 4,000 

Gain on Sale of Fixed Assets ■ • . 200 


Received an exchange value of $200 in excess of 
book value. 


The second entry would show the acquisition of the new truck at 
list price, $4,000, and the credit entry to Exchange Value would cancel 
the debit entry above. 


Delivery Equipment 4,000 

Exchange Value 1,000 

Cash 3,000 


Purchased a new delivery truck. 

It is possible to combine the two entries above and to omit the 


exchange value item as below: 

Delivery Equipment 4,000 

Reserve for Depr. of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,000 

Gain on Sale of Fixed Assets 200 


Exchanged old truck costing $4,000 with a book 
value of $S00 for new truck costing $4,000, receiving 
$1,000 exchange value for old truck. 
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To illustrate the entry involved when the allowance is less than 
the book value, assume for the same truck an allowance of $500 on the 
purchase of a new truck In this case the allowance received is $300 
less than the book value of $800 (cost, $4,000 -reserve for deprecia- 
tion, $3,200) The combined entry for the exchange is given below. 


Delivery Equipment 4,000 

Reserve for Depr of Delivery Equipment 3 200 

Loss on Sale of Fixed Assets 300 

Delivery Equipment 4,000 

Cash 3,500 


Exchanged old truck costing $4,000 with a book 
value of $800 for new truck costing $4,000, receiving 
$500 exchange value for old truck 

It should be noted that the full cost of the old truck, $4,000, is 
removed from the fixed asset account Delivery Equipment, and the 
full cost of the new truck is debited to the same account. 

For income tax purposes, when a fixed asset is given in part pay- 
ment for a new fixed asset that serves the same purpose as the old one, 
no gain or loss is recognized The actual cost to the business of the 
new asset is consideied to be the book value of the old asset plus any 
additional amount paid for the new asset For example, assume that 
a truck that cost $4,000 had a reserve for depreciation of $3,200 and 
a book value of $800 If a new truck was obtained for the old one and 
a payment of $3 000, the new truck would be recorded on the books 
at a value of $3,800, the sum of the payment and the book value of the 
old truck The entry to record this transaction m general journal 
form would be 


Delivery Equipment 3,800 

Res for Depr of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,000 


Exchanged old truck that cost $4 000 and had a book 
value of $800 for a new truck, paying $3 000 in cash. 

li m the foregoing example the new truck had heen obtained fur 
the old one and a cash payment of $3,500, the general journal entry to 
record the transaction would have been 


Delivery Equipment 4,300 

Res for Depr of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,600 


Exchanged old truck that cost $4,000 and had a book 
value of $S0O for a new truck, paying $3,600 m cash 

If depreciation lias not been taken accurately in the past or if 
there has been a change m price level since the asset was acquired, 
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recording an exchange of fixed assets in this way may cause the asset 
to be placed on the books at more or less than the actual cash value 
of the asset. The variation, however, is automatically adjusted in 
future years. Since depreciation is usually calculated as a percentage 
of the cost, recording an asset at more than its cash price will result in 
higher depreciation charges in the future, which will offset the in- 
adequate depreciation that has been taken in the past. Recording an 
asset at less than its cash price will result in lower depreciation charges 
in the future, which will offset the higher depreciation that has been 
taken in the past. 

In the preceding discussion it has been assumed that assets have 
been sold or exchanged at the end of an accounting period after the 
adjusting entry for depreciation has been made. If a fixed asset is 
sold or traded during an accounting period, the depreciation for the 
part of the period that has expired must first be recorded. The addi- 
tional entries required by the sale or the exchange are then made in 
the manner discussed in the preceding paragraphs. 

special ledgers The general ledger account for equipment 
for equipment usually includes all of the equipment that is 

used for one function of the business. Typical accounts are Office 
Equipment, Store Equipment, and Delivery Equipment. 

For example, the office equipment account includes all kinds of 
office equipment, such as desks, chairs, tables, files, and mechanical 
equipment used in the office. If there is to be an accurate record of 
depreciation, there must be a special ledger for office equipment in 
which an account for each item is kept. The office equipment account 
in the general ledger and its accompanying valuation account, Reserve 
for Depreciation of Office Equipment, become controlling accounts for 
the accounts in the special ledger. The balance of the office equipment 
account equals the cost of such assets on hand as shown in the office 
equipment ledger; the balance of the reserve for depreciation of office 
equipment account agrees with the sum of the balances of the deprecia- 
tion reserves in the office equipment ledger. This relationship is similar 
to that described in the previous chapter for accounts receivable and 
accounts payable. 

For example, assume that the office equipment consists of a desk, 
a chair, and a typewriter, costing $100, $16, and $150 respectively and 
with estimated useful lives of 20, 16, and 5 3 r ears. At the end of the 
second year, the controlling accounts in the general ledger and the 
special ledger accounts would appear as follows: 
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In a similar manner Store Equipment, Delivery Equipment, and 
other fixed asset accounts may serve as controlling accounts for sub- 
sidiary equipment ledgers. 

blanket rates If special ledgers having accounts with in- 

dividual fixed assets are not kept, it is possible 
to use a blanket rate of depreciation applied to the cost of all the fixed 
assets of one kind. Assume a blanket rate for office equipment of 
per cent. This rate applied to the office equipment situation above 
would give a depreciation charge of $17.73 (Q%% of $266), and the 
accounts at the end of the second year would appear as follows: 


OFncE Equipment 
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While this method of accounting for depreciation requires fewer 
records and involves less detail it does not provide so accurate a record 
or so satisfactory a treatment It is not possible to check the accuracy 
of the estimated depreciation charges when an asset is exchanged, 
discarded, or sold 


METHODS OF 

COMPUTING 

DEPRECIATION 


Depreciation is only an estimate, but it is 
usually possible to make the estimate with 
reasonable exactness When a business has 
had considerable experience with a certain kind of fixed asset, the 
rate of depreciation can be based on past experience When the 
experience of the business is insufficient to be used as a basis, assistance 
can be obtained from published tables of depreciation rates One of 
the important published tables is that of the Bureau of Internal 
Re\enue It lists rates of depreciation that may be used for income 
tax purposes For example in Bulletin F, revised January, 1942 office 
equipment is assigned a blanket rate of 6% per cent or a composite 
life of 15 years If office equipment is segregated into groups the life 
for furniture fixtures and filing cases is 20 years, for mechanical 
equipment 8 years Individual pieces are given the following useful 
life periods 


Adding machines 
Bookkeeping machines 
Cabinets and files 
Desks 


10 years Lockers 
8 years Typewriters 
15 years Chairs heavy 
20 jears Tables 


2o jears 
5 years 
16 years 
15 jears 


The amount of depreciation to be charged to a fiscal period is 
usually expressed as a certain percentage of the original cost of the 
fixed asset, or of the amount to be depreciated if there is a scrap value 
This method of calculating depreciation is based on the principle that 
depreciation is a function of time The rate of depreciation is occa- 
sionally expressed in terms of units of output or service When the 
output or the service fluctuates from period to penod, the output or 
service basis probably provides a more accurate method than the time 
basis Because business people believe that depreciation is at best, an 
estimate and that the time basis is likely to be about as accurate as 
the output basis the time basis because it is simpler, is more generally 
used 

Output Method If the extent to which a fixed asset is used vanes 
greatly from year to year, the output method has certain advantages 
It charges the cost of the machine m proportion to its use, rather than 
in proportion to its age For example, if the estimated output of a 
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machine costing $1,000 is 50,000 units and production requirements 
cause these units to be spread over 5 years as shown below, the output 
method would make the annual depreciation the varying amounts 


shown instead of $200 per year. 



Volume of 

Amount of 

Year 

Production 

Depreciation 

1 

5,000 units 

5 100 

2 

2,500 

50 

3 

7,500 

150 

4 

20,000 

400 

5 

15,000 

300 


50,000 units 

$1,000 


Reducing-Frctction Method. If a fixed asset, such as an automobile, 
is to be used for a period of 5 years, the repair charges dining the first 
year may be very low but they may increase until during the last year 
they represent a substantial item. If the straight-line method of 
depreciation is used, the cost for depreciation and repairs tends to 
increase from year to year. In order to equalize this expense, a method 
may be used by which the greatest charge for depreciation is made 
during the first year of the life of the asset and the charge is gradually 
decreased for future periods. 

One such method is known as the reducing-fraction method. To 
illustrate the use of this method, assume that an automobile is pur- 
chased with the expectation that it can be used for 4 years. The cost 
of the property may be written off 4/10 in the first year, 3/10 in the 
second year, 2/10 in the third year, and 1/10 in the fourth year. The 
numerator of the fraction is the number of the year, the numbers 
being used in reverse order, and the denominator is the sum of the 
years. If the automobile cost $1,800, the depreciation for the four 
years is found as follows: 


Year 

1 

o 

3 

4 


Fractional 

Depreciation 

4.10 
3/10 
2/10 

1.10 


Depreciation 

Expense 

3720 

540 

360 

ISO 


Reserve for 
Depreciation 

3 720 
1,260 
1,620 
1,S00 


The two methods explained here are sufficient to illustrate that 
different methods may be used according to the needs of the business. 
The straight-line method, however, because of simplicity and reason- 
able accuracy, is used most commonly. 
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inadequacy and in some cases the value of a fixed asset may 

obsolescence be decreased by a cause other than use For 

example a printing plant has a press that has been in use for only two 
years and is m excellent condition Because of an increase in the 
business of the concern it is found profitable to dispose of this machine 
at much less than its book value and to purchase a new and larger 
press When a fixed asset decreases m value because it must be replaced 
by larger equipment capable of meeting the demands of the business 
inadequacy is said to have taken place 

The printing plant may also have a job press that must be fed by 
hand A new automatically fed press however becomes available on 
the market As the new type of press will do the work much more 
efficiently than the old a new press is purchased although the first 
must be sold at a fraction of its book value When an improvement 
has been made in the equipment available and this improvement 
makes it desirable to discard the old equipment the decrease m the 
value of the latter asset is known as obsolescence 

While obsolescence and inadequacy can be distinguished by 
definition from depreciation it is customary m practice to include 
provision for all three factors m a single depreciation item 

depletion A fourth cause of a decrease in the value of a 

fixed asset may be depletion. A paper mill 
may have a certain acreage from which wood is cut for wood pulp 
The value of the acreage decreases each year because the wood cut is 
more than the new growth This expense is known as depletion A de- 
pletion account is debited for the expense of each period and a reserve 
for depletion account is credited for the same amount The difference 
between the cost value of the acreage and the reserve is the book value 
For example if the Hamilton Paper Company estimates that the 
value of its timber land decreases $10 000 m a year because the amount 
of wood cut is greater than the new growth an annual operating expense 
of this amount must be recorded and the books must show that the 
acreage is worth less than it was at the beginning of the period This 
is accomplished by the following journal entry made on December 31 
Dec 31 Depletion of Timber Land 10 000 

Reserve for Depletion of Timber Land 10 000 

To record the decrease tn the value of the 
timber land resulting from depletion 

The depletion account represents an expense of the period but 
the reserve for depletion account will be retained on the books to show 
the decrease m the value of the asset 
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QUESTIONS 

1. “All machinery is on an irresistible march to the junk heap, and its 
progress, while it may be delayed, cannot be prevented by repairs.” 
Discuss the application of this sentence to depreciation procedures in 
accounting. 

2. If a trial balance shows Store Equipment, $5,000, and Reserve for 
Depreciation of Store Equipment, $3,500, and the balance sheet at the 
end of the same fiscal period shows Reserve for Depreciation of Store 
Equipment, $4,000, how old is the store equipment and what is the rate 
of depreciation? 

3. (a) What is the trade-in value of machinery purchased for $1,000 and 
depreciated at the rate of 10% if at the end of seven years the machinery 
is traded in at its book value? (b) What journal entry would be made to 
record the depreciation at the end of each of the seven years? (c) What 
entries would be made at the end of the seventh year if the old machinery 
is sold for $500? for $150? 

4. Plastic Designs, Inc. has a machine costing $5,000 that is estimated 
to have a 5-year life and to produce 50,000 units during that time. Assume 
that the production is 4,000, 3,000, 8,000, 18,000, and 17,000 units for 
the five years respectively, (a) What would the depreciation be in each 
of the five years by the straight-line method, the output method, and the 
reducing-fraction method? (b) In this case, which of the three methods 
do you consider to be most desirable? 

5. On January 2, 1949, Earl Jones traded his old delivery truck for a new 
one with a list price of $2,000 and received a $500 allowance on the old 
truck. The old truck cost $1,800 on September 1, 1945, and was depre- 
ciated on December 31 each year on the assumption that it would be used 
5 years and then have a $300 trade in value. The balance on the new 
truck was paid in cash, (a) What entry was made to record depreciation 
for 1948? (b) What was the book value of the truck when it was traded 
in? (c) Give the compound journal entry to record acquisition of the new 
truck, (d) Under income tax practice, what would this entry be? 

G. The Deane Manufacturing Co. has fixed assets that, according to 
estimates, can be used for the following periods: building, 50 years ; office 
furniture, 15 years; office equipment, 10 years; machinery, 8 years. How 
should the rate of depreciation for each of these fixed asset groups be 
determined? Are these blanket rates or unit rates? 

7. During a fiscal period, the Barton Coal Co. mines 4,000 carloads of 
coal. It considers this to be about 1% of the coal in the mines. Record 
in a journal entry, omitting amounts, the decrease in the asset value of 
the mines. 
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problems 

1 The following transactions and adjustments take place m the business 
of John Rhodes 

Jan 2, 1950 Purchased for cash four machines at $3,600 each Each 
machine has an estimated life of 10 years and a trade-in value 
at the end of that time of $600 

Dec 31, 1950 The adjusting entry is made to record depreciation for the 
year 

Jan 2, 1951 One machine is sold for $3 500 in cash 
July 1, 1951 A second machine is traded in for a new one with a list price of 
$4,850 An allowance of $3 000 is receiv ed on the old machine, 
cash being paid for the balance The estimated life of the new 
machine is 15 years with a trade m allowance of $350 at the 
end of that year (Record this transaction as if the machine 
had been sold for the trade in value ) 

Dec 31, 1951 The adjusting entry to record depreciation on machinery lor 
the year is made 

Instructions (1) Record in a general journal the foregoing transactions 
and adjusting entries Depreciation is charged off annually on a straight line 
basis 

(2) Open ledger accounts for Machinery and Reserve for Depreciation of 
Machinery and post the entries affecting these two accounts 

(3) Record the transaction of July 1, 1951, according to the method re- 
quired for income tax purposes, but do not post to the accounts 

2 Ralph Edwards uses two trucks to carry on his business During the 
years 1949-51 the following transactions relating to his trucks took place 
A.pr 1 1949 Purchased one Ajax truck for cash, $3,600 The estimated life 

was 3 sears 

July 1, 1949 Purchased a Mercury truck for cash, $2,000 The estimated 
life was 4 years 

Dec 31, 1949 The adjusting entry was made to record depreciation for the 
year 

July 1, 1950 The Ajax truck was traded in on a new Phoenix truck The 
list price of the new truck was $4,200 with $2,000 allowed on 
the old truck and the balance paid in cash The new truck 
ha3 an estimated life of 6 years (Record the transaction as if 
the machine had been sold for the trade in value ) 

Dec 31, 1950 The adjusting entry was made to record depreciation for the 
year 

July 1, 1951 The Mercury truck was sold for $1,200 cash and a new Vulcan 
truck was purchased for cash, $3,000 The new truck was 
estimated to have a 5 year life 

Dec 31, 1951 The adjusting entry was made to record depreciation foT the 
year 

Instructions (1) Journalize the foregoing transactions 

(2) Open general ledger controlling accounts for Trucks and Reserve for 
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Depreciation of Trucks. Upon the completion of each journal entry, post to 
these two accounts. 

(3) Set up separate accounts in the subsidiary ledger for each truck. After 
each transaction, record all the necessary details in the subsidiary ledger 
accounts. 

(4) Reconcile the balances in the two control accounts with the details 
found in the subsidiary truck ledger as of December 31, 1951. 

(5) Record the transaction of July 1, 1950, according to the method 
required for income tax purposes, but do not post to the accounts. 

3. The accounting records of the Empire Photostatic Company include 
controlling accounts for Equipment and Reserve for Depreciation of 
Equipment. The details of each piece of equipment are canned in a sub- 
sidiary equipment ledger in which costs are entered as debits and deprecia- 
tion data as credits to the accounts. The following transactions affecting 
equipment took place over a two-year period ending December 31, 1950: 

Jan. 2, 1949. Purchased for cash the following equipment: 


Linoleum $240 

Photographing machine . . . . 320 

Display case 200 

Signs in front of side of building. . 150 


Jan. 2, 1950. Sold the photographing machine for $250 cash and purchased 
a new one for cash, $640. 

The company estimates the life of its equipment by reference to 
Bulletin “F” released by the Treasury Department. For the types of 
equipment purchased above, these lives are recognized: 

Display cases 20 years Photographing machine. . . 16 years 

Linoleum 8 years Signs, board 10 years 

Instructions: (1) Record the foregoing transactions in general journal 
form. At the end of each year record the annual depreciation based on the 
table given above. 

(2) Open general ledger accounts for Equipment and Reserve for Depre- 
ciation of Equipment and post to these accounts. 

(3) Open the following subsidiary ledger accounts: Display Case; Lin- 
oleum; Photographing Machine; Signs. Post costs and depreciation data to 
these accounts. 

(4) Prove the balances in the two controlling accounts. 

4. The account balances in the ledger of the Commercial Equipment 
Company at the end of the quarterly fiscal period March 31 were as 
follows: 

Cash $ 5,646.86 Office Supplies 

Notes Receivable 1,980.00 .Prepaid Insurance 

Accounts Receivable .... 10,596:43 Store Equipment 

Reserve for Bad Debts. . . 1ST. 50 Reserve for Depreciation 
Merchandise Inventory . . 18,750.85 of Store Equipment . 

Store Supplies 346.10 Office Equipment. . . . 


$ 11S.50 
160.00 
2,980.00 

426.00 

620.00 
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Reserve for Depreciation 


Sales Salaries 

$4,562 50 

of Office Equipment 

$ 87 50 

Delivery Expense 

215 33 

Notes Payable 

2,400 00 

Advertising Expense 

307 50 

Accounts Payable 

3,105 21 

Miscellaneous Selling Ex- 


David Cooper, Capita! 

27,500 00 

pense 

210 72 

David Cooper, Personal 


Office Salaries 

1,250 00 

(dr ) 

900 00 

Rent Expense 

600 00 

Sales 

54,796 40 

Miscellaneous General Ex- 


Sales Returns and Allow- 


pense 

20110 

ances 

86 40 

Interest Income 

32 4a 

Purchases 

38,907 85 

Purchases Discount 

348 18 

Freight In 

372 84 

Interest Expense 

34 60 

Purchases Returns and 


Sales Discount 

163 12 

Allowances 

127 46 



Data for adjustments 

on March 

31 were as follows 



(a) Reserve for bad debts, an additional ^ of 1% of gross sales, or 
$273 98 

(b) Merchandise inventory, $13,420 72 

(c) Store supplies inventory, $172 25 

(d) Office supplies inventory, $64 15 

(e) Prepaid insurance, $40 

({) Estimated depreciation of store equipment, $36 

(g) Estimated depreciation of office equipment, $12 50 

(h) Accrued salaries, $232 50, divided as follows sales salaries, $182 50 
and office salaries, $50 

(1) Accrued interest on notes receivable, $14 20 
(>) Accrued interest on notes payable $17 60 

Instructions (1) Prepare an eight-column work sheet 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record the adjusting, closing, and reversing entries 



PRACTICE SET No. 1 


Part 2 

Part 2 of Practice Set No. 1 is a continuation of Practice Set No. 1 
given after Chapter 10. The same books of original entry and ledgers are 
to be used. 


Narrative of Transactions for November 

November 1. Mr. Benton invested an additional $10,000 in cash in the 
business. 

November 1. Mr. Benton decided to buy the building and equipment that 
he had been renting. He bought the building for $30,000, the land for $10,000, 
the store equipment for $4,000, and the office equipment for $3,000. He paid 
$15,000 in cash and gave a 6 per cent mortgage for $32,000. 

November 1. Sent a check to Howard Auto Supplies in payment of invoice 
of October 22. 

November 1. Paid $240 for premium on insurance on building and equip- 
ment. 

November 2. Made the following purchase on account: 

Purchase No. 430, Canton Tire Company, merchandise, $1,310.70. In- 
voice dated November 1; terms, 2 10, n 30. 

November 2. Received $300 for three months’ rent of space in the building. 

November 8. The auditor called attention to the fact that a reserve for bad 
debts had not been set up for the preceding months and that an adjustment 
should be made. Set up a reserve for bad debts of $91.50. Debit the capital 
account. 

November 8. Sent a check to Eustis Supply Co. for invoice of October 4. 

November 8. Received from Johnson Tire Shop check for $270.48 in pay- 
ment of the sale of October 24 and from Highway Service Station check for 
$306.40 in payment of the sale of October 24. 

November S. Made the following sale on account: 

Sale No. 799, Brownway Garage, $558.50. 

November 8. Paid cash for miscellaneous office supplies, $150. 

November 3. Paid cash for repairs in store room, $15.S5. 

November S. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

November S. Received $321.45, cash sales for November 1-3. 

Post from the various journals to the customers’ and creditors' accounts 
in the accounts receivable and the accounts payable ledgers. 

November 5. Made the following sales on account: 

Sale No. 800, Central Service Station, $6S6.25. 

Sale No. SOI, Graham Auto Repair Co., $300.55. 

November 6. Borrowed $3,000 from the bank on his 60-day non-interest- 
bearing note. The bank charged 6 per cent interest in advance. Received 
credit for the proceeds, $2,970. 
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November 6 Made the following purchases on account - 
Purchase No 431, Perkins Battery Co , merchandise, $475 50 Invoice 
dated November 5, terms, 1 10, n/30 
Purchase No 432, Randolph Supply Co , store supplies, $66 75 Invoice 
dated November 6, terms, net 30 days 
November 6 Sent a check to Canton Tire Co for invoice of October 27. 
November 6 Received from Thompson Garage check for $1,328 98 m 
payment of the sale of October 27 

Not ember 7 Paid cash, $12 50, for advertising posters Debit Advertising . 
November 7 Allowed Brown way Garage credit of $37 95 for merchandise 
returned on the sale of November 3 

November 8 Sent a check to Randolph Supply Co for invoice of Octo- 
ber 9 

November 8 Made the following purchases on account 
Purchase No 433, Marshall Radio Corporation, merchandise, $531 In- 
voice dated November 7, terms, 2 10, n 30 
Purchase No 434, Eustis Supply Co , office supplies, $49 50 Invoice 
dated November 7, terms, net 30 days 
November 9 Paid $12 25 cash for repairs to desks 
November 9 Made the following sales on account: 

Sale No 802, Portland Transfer Co , $695 90 
Sale No 803, Rogers Service Station, $418 35 

November 10 Sent a check to Whitman Supply Co for invoice of Octo- 
ber 12 and a check to Canton Tire Co for invoice of November 1 

November 10 Received from Becker Tire Shop check for $576 53 in pay- 
ment of the sale of October 31 

November 10 Received from Perkins Battery Co a credit memorandum 
of $22 50 for return of merchandise on invoice of November 5 

November 10 Allowed Rogers Service Station credit of $16 50 for mer- 
chandise returned on the sale of November 9 

November 10 Paid the following salaries and wages sales, $330, receiving 
and shipping force, $70, office, $110 

November 10 Received $645 75, cash sales for November 5-10 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers 

November 12 Mr Benton withdrew $200 in cash for personal use 
Not ember 12 Made the following purchases on account 
Purchase No 435, Walker Tire Co , merchandise, $688 80 Invoice dated 
November 10, terms, 2 10, 1 15 n 30 
Purchase No 436, Howard Auto Supplies, merchandise, $1,180 80 In- 
voice dated November 10, terms, 3 10, n 30 
November 13 Made the following sales on account: 

Sale No 804, Langdon & Fillmore, $487 20 
Sale No 805, Evans Garage, $460 60 

November 13 Received from Brownway Garage check for $51014 in 
payment of the sale of November 3 less credit for return of November 7 
November IS. Paid $65 cash for miscellaneous office supplies. 
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November 15. Received from Central Service Station check for $672.52 
in payment of the sale of November 5 and from Graham Auto Repair Co. 
check for $294.54 in payment of the sale of November 5. 

November 15. Sent a check to Perkins Battery Co. for invoice of Novem- 
ber 5 less credit memorandum received November 10 and less discount. 

November 15. Made the following purchases on account: 

Purchase No. 437, Randolph Supply Co., store equipment, $127.50. In- 
voice dated November 14; terms, net 30 days. 

Purchase No. 438, Perkins Battery Co., merchandise, $428. Invoice dated 
November 14; terms, 1/10, n/30. 

November 16. Paid freight in charges amounting to $83.20. 

November 16. Made the following sales on account: 

Sale No. 806, Becker Tire Shop, $893.50. 

Sale No. 807, Dorton & Dewey, $918.40. 

November 17. Received from Walker Tire Co. a credit memorandum of 
$50 for allowance on damaged merchandise on invoice of November 10. 

November 17. Sent Marshall Radio Corporation a check for invoice of 
November 7. 

November 17. Received from Dorton & Dewey their 60-day, 6 per cent 
note for $570.40, dated November 17, in payment of sale of October 20. 

Norember 17. Allowed Evans Garage credit of $10 for damaged merchan- 
dise on the sale of November 13. 

Norember 17. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

November 17. Received $596.60, cash sales for November 12-17. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers. 

Norember 19. Received from Rogers Service Station check for $393.81 in 
payment of the sale of November 9 less credit for return of November 10, and 
from Portland Transfer Co. check for $681.98 in payment of the sale of 
November 9. 

Norember 19. Paid $234 cash for miscellaneous store supplies. 

Norember 19. Received from Langaon & Fillmore their 60-day, 6 per cent 
note for $1,471.50, dated November 19, in payment of sale of October 20. 

Norember SO. Made the following purchases on account: 

Purchase No. 439, Canton Tire Co., merchandise, $2,621.40. Invoice 
dated November 19; terms, 2/10, n/30. 

Purchase No. 440, Eustis Supply Co., office supplies, $37.60. Invoice 
dated November 19; terms, net 30 days. 

Norember 20. Sent a check to Walker Tire Co. for invoice of November 10 
less credit memorandum received November 17 and less discount, and a check 
to Howard Auto Supplies for invoice of November 10. 
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Notember 21 Made the following sales on Account: 
Sale No 808 Highway Service Station, $592 75 
Sale No 809 Johnson Tire Shop, $609 20 


November 22 Sent a check to Whitman Supply Co for invoice of Octo 
ber 23 


Notember 23 Received from Langdon <L Fillmore check for $477 46 m 
payment of the sale of November 13 and from Evans Garage check for 
$441 59 in payment of the sale of November 13 less the allowance for damaged 
merchandise received November 17 


November 23 Made the following purchases on account 
Purchase No 441 Marshall Radio Corporation, merchandise, $670 
Invoice dated November 22 terms, 2 10, n /30 
Purchase No 442 Randolph Supply Co , store supplies, $21 40 Invoice 
dated November 22 terms net 30 days 


Notember 24 Allowed Johnson Tire Shop credit of $21 05 for merchandise 
returned on the sale of November 21 

Notember 24 Sent a check to Perkins Battery Co for invoice of Novem 
ber 14 

November 24 Made the following sales on account* 

Sale No 810, Thompson Garage $563 35 
Sale No 811, Central Service Station, $924 20 

Notember 24 Received from Canton Tire Co a credit memorandum of 
$42 for return of merchandise on invoice of November 19 

November 24 Paid the following salaries an<i wages sales, $330, receiving 
and shipping force, $70, office $110 

November 24 Received $701 20, cash sales for November 19 24 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers 

Notember 26 Discounted at the bank at 6 pe r cent the Dorton & Dewey 
note for $570 40 and received credit for the proceeds, $571 20 

Notember 26 Sent a check to Eustis Supply Co for invoice of October 17 
Notember 26 Received from Becker Tire Shop check for $875 63 in pay 
ment of the sale of November 16 and from Dorton & Dewey check for $900 03 
in payment of the sale of November 16 

Notember 27 Made the following sales on account 

Sale No 812, Brownway Garage, $545 30 

Sale No 813, Graham Auto Repair Co , $847 05 

November 28 Made the following purchases on account 
Purchase No 443, Canton Tire Co, merchandise, $1,377 60 Invoice 
dated November 27, terms 2/10, n/30 
Purchase No 444, Whitman Supply Co , advertising supplies, $65 In 
voice dated November 27, terms net 30 days 

November 28 Sent a check to Randolph Supply Co in payment of ini oice 
of October 29 
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November 29. Made the following sales on account: 

Sale No. 814, Rogers Service Station, $798.50. 

Sale No. 815, Becker Tire Shop, $918.90. 

November 29. Sent a check to Canton Tire Co. in payment of invoice of 
November 19. 


November 30. Allowed Graham Auto Repair Co. credit of $7.50 for mer- 
chandise returned on the sale of November 27. 


November SO. Purchased new office equipment for which he gave old office 
equipment and $206 in cash. The old office equipment was on the books at a 
cost value of $300. The depreciation for the month of November on the old 
equipment traded in was $6. 


November SO. Paid $95 for advertising in the local newspaper. 

November SO. Paid freight in charges amounting to $78.75. 

November SO. Withdrew $200 in cash for personal use. 

November SO. Paid bills for heat, light, and power, $75. (Charge Mis- 
cellaneous General Expense.) 

November SO. Paid the telephone bill, $24.75. (Charge Miscellaneous 
General Expense.) 


November SO. Received $541.50, cash sales for November 26-30. 

The cash balance is $2,527.41. Prove cash. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

Post to the general ledger accounts from the general journal and the 
general columns of the purchases journal, the cash receipts journal, and the 
cash payments journal. 

Total and rule the •various special journals and post the totals to the 
appropriate general ledger accounts. 


PERIODIC SUMMARY 
The additional data required for adjustments are: 


Merchandise inventory $23,101.75 

Accrued income: 

Interest accrued on notes receivable 2.70 


Loss from bad debts: An additional of 19c of net 


charge sales. 

Depreciation: 

Store equipment 33.86 

Office equipment 22.50 

Building 75.00 

Deferred charges to expense: 

Prepaid interest on notes payable 18.00 

Inventories of supplies: Store supplies 282.75 

Office supplies 356.00 

Advertising supplies 19.55 

Insurance expired 95.00 
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Interest accrued on mortgage 154 07 

Prepaid rent income 200 00 

Accrued salaries and wages: 

Sales salaries ... .... 275 00 

Receiving and shipping force wages .... 58 33 

Office salaries . . 91 67 

Complete all the work required by the periodic summary, following 
same procedure that you followed at the end of October. 



CHAPTER XV 

ACCOUNTING PROCEDURES 

recording routine The minimum of commonly used records was 

explained in an early chapter where the ac- 
counting system consisted of a journal, a ledger, a trial balance, and 
the financial statements. This threefold sequence of journal, ledger, 
and statements was at the time stated to be adequate for any business 
not interested in efficiency and economy in recording. If efficiency 
and economy are disregarded, this simple routine of recording is suffi- 
ciently flexible to take care of any transaction, no matter how complex 
it may be. 

From a single journal record and a single ledger to special journals 
and special ledgers, recording routine has been elaborated to achieve 
economy and efficiency. These objectives have been accomplished at 
the expense of simplicity, and routine has become increasingly complex. 
Special journals result in less flexible records, but they save much 
labor in recording and posting. Subsidiary ledgers complicate the 
posting from journals and require the use of statements with support- 
ing schedules, but they provide useful means of checking the accuracy 
of summaries. Special columns in books of original entry make these 
books more complex, but they reduce posting labor in transactions 
that occur frequently. Business papers prepared in typewriting and 
bookkeeping machines, with several copies available, provide oppor- 
tunity for further economics. Standard routine is constantly being 
modified in the interest of economy and efficiency. 

Whatever variations may be made in recording practice, there 
still remain four well-defined steps. These four steps are: 

1. The business paper, evidencing the transaction. 

2. The journal record, showing accounts affected. 

3. The lodger record, classifying transactions under accounts. 

4. The statements, summarizing financial progress. 

In this chapter particular attention will be given to the accounting 
procedures incident to the use of (1) a bank account as a substitute for 
cash; (2) supplementary records not integral with the accounting 
system to provide useful information; and (3) the combined cash 
journal as a substitute for special journals in small businesses. In 
the following chapter, a more involved and complete procedure, the 
voucher system, will be described. 
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business papers and Modem bookkeeping practice makes more 
book™ and more use of machines to provide the 

requisite detail at a low cost Through the 
use of carbon copies, it is Dossible to prepare simultaneously (1) the 
business paper, (2) the journal record, and (3) the posting to the 
subsidiary ledger For example, the sales invoice, the record m the 
sales journal, and the posting to the customer’s account may be pro- 
vided on a machine by a single recording This function of providing 
duplicate copies on machines may be greatly expanded, and m large 


companies it is 

Bookkeeping machines are frequently equipped with accumulating 
mechanisms which provide totals of amounts recorded Columnar 
totals are thus provided at the same time as the duplicate recording 
described in the previous paragraph For example, when checks are 
drawn for payroll purposes, columnar totals for regular pay, overtime 
pay income tax withholdings, and old-age pensions may be provided 
and at the same time carbon copies for the payroll record and the 
employee's record may be prepared These two features, (1) duplicating 
and (2) accumulating, are distinct advantages of mechanical accounting 
or machine bookkeeping 

It has been estimated that m modern big business enterprises 90 
per cent of bookkeeping records are products of mechanical equipment 
The larger the enterpnse, the greater the advantage m the use of ma- 
chines Machines may be highly specialized, and through their speciali- 
zation great volumes of work may be accomplished at a relatively low 
cost This low cost has made possible»the recording of an amount of 
detail that would otherwise be prohibitively expensive In addition 
to this saving in costs, the use of machines has the advantages of 
greater speed and accuracy, plus a legibility that cannot generally 
be attained in handwritten records 


check registers Control over business transactions may be 
aided by issuing pads of business papers, 
serially numbered, to those responsible for the transactions and requir- 
ing a record of all the business papers used For example, checks are 
often numbered serially in a checkbook Accompanying the pad of 
checks there is a book containing a line for the record of each check, 
the number of the check having been entered on the line This book 
contains columns for the essential information appeanng on each 
check Such a book is called a register 

A check register that takes the place of the cash payments journal 
and also registers serially numbered checks is shown on page 257 The 
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account First National Bank takes the place of the cash account. A 
separate line is reserved for each serially numbered check, and on that 
line is entered the information about the cheek that is considered 
most useful in a book record. All other details of each payment are 
available in the file containing carbon copies of the checks or on the 
checkbook stub. The canceled check will eventually be returned and 
will form the principal part of the paper record. 


CHECK REGISTER 


DATE 
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CHECK 
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ROST. 
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31 
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50 
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31 

63 
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Check Register 

It will be noticed that a check mark (V) is used to indicate posting 
to an account in the accounts payable ledger, and a number is used 
for each item posted to an account in the general ledger. This method 
illustrates posting to loose-leaf ledgers. When loose-leaf ledgers are 
used, a new account may be inserted at any time in its proper place. 
For a creditor’s account, the proper place is determined alphabetically; 
for a general ledger account it is determined by the place of the item 
on the balance sheet or the profit and loss statement. 

In numbering general ledger accounts, it is desirable to have the 
various digits in the number represent major and minor account 
classifications. A commonly used decimal system sets up the first 
number as one of the major account classifications, as illustrated below: 

100 — All asset accounts 

200 — All liability accounts 

300 — All balance sheet proprietorship accounts 

400 — All income accounts 

500 — All expense accounts 

The second digit represents a minor classification as: 

110 — All current asset accounts 
120 — • All fixed asset accounts, etc. 

510 — • All cost of goods sold accounts 
520 — All selling expense accounts 
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The third digit represents the particular account as 

112 — Petty Cash 

543 — Rent 

Such a practice obviously prevents paging of accounts but provides 
a useful flexibility 

On Line 2 of the check register a report is made that check No 65 
was not used Every senallj numbered check is thus accounted for 
on the check register 

double record One of the most common accounting pro 

OF cash cedures is set up to secure effective control 

over cash By depositing all cash receipts in a bank the business has 
a secondary record of its cash transactions in the shape of a periodic 
bank statement This accounting procedure provides what is techni 
cally known as a double record of cash The checks deposit slips and 
bank statement provide an outside record of cash transactions 

In order that the bank s record ma> correspond with the cash 
record all cash received must be deposited in the bank If that is 
done it follows that all cash disbursed must be withdrawn from the 
bank by means of checks The bank s record of deposits will correspond 
to the cash receipts record the bank s record of checks paid will corre 
spond to the cash disbursements record and the balance on the bank s 
monthly statement should agree with the cash balance of the business 
These balances will agree except for the adjustment items described in 
the discussion of the reconciliation of the bank statement m Chapter 
IX 

PETTY CASH When a business has established a policy of 

depositing all cash receipts and making all 
payments by checks it will probably find that some small payments 
can be made more conveniently with cash A fund for such payments 
feftYifci Wf drasravg a cYteck payaVifc to tne vrivt c£ Petty Cash 
for the estimated amount of the payments during a certain period of 
time frequently one month Check No 67, the fourth entry in the 
check register on page 257 shows the entry to establish the petty 
cash fund 

The check is cashed by the petty cashier, and the currency is placed 
in a special drawer called the petty cash drauer As disbursements are 
made m currency from this drawer they are recorded in a supple- 
mentary record known as a petty cash book A typical form of petty 
cash book is shown m the illustration on the opposite page 
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PETTY CASH BOOK 
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Petty Cash Book 


In this illustration provision is made for a record of serially num- 
bered receipts or vouchers to evidence petty cash disbursements. 
These receipts provide a control over the petty cash fund and may be 
used as the basis for the replenishing check. A petty cash voucher to 
support the payment of October 2 for soap and towels is shown below: 



Petty Cash Voucher 


Frequently the petty cash vouchers are filed in an envelope on the 
back of which is a record similar to the petty cash book record shown 
above. This practice is just another illustration of the tendency to 
move away from book records. 
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At the end of each fiscal penod and whenever the petty cash fund 
needs replenishing a check is drawn for the amount of the disburse- 
ments The check is cashed, the currency is placed in the petty cash 
drawer, and an entry is made m the petty cash book (See the entry 
in the petty cash book for Check No 79 ) The amount of the currency 
m the petty cash drawer now agrees with the balance of the petty cash 
account 

The check to replenish the petty cash is recorded in the check 
register by the entry shown below 


CHECK REGISTER 



Check Register 


The details of the petty cash payments included in the replenishing 
check are recorded m the general journal by an entry debiting each 
item for which petty cash payments were made and crediting First 
National Bank for the total amount In the check register the debit 
to Petty Cash is checked and in the general journal the credit to First 
National Bank is checked so that they are not posted First National 
Bank is then credited from the check register entry, and the various 
items for which petty cash payments were made are debited from the 
general journal entry 


Oct 20 Miscellaneous Selling Expense 11 90 

Miscellaneous General Expense 2 15 

Store Supplies 1 28 

Freight In 1 72 

Office Supplies 6 50 

First National Bank V 23 55 


To show an analysis of Check No 79 
which was drawn to replenish the petty 
cash fund 

Sometimes the petty cash book is considered a book of original 
entry, not a supplementary record and postings are made directly 
from the petty cash book to the ledger In such a case the entry made 
in the check register to replenish the petty cash fund consists of a 
debit to Petty Cash and a credit to First National Bank The debit 
to Petty Cash in the check register is checked so that it will not be 
posted The single credit to First National Bank in the check register 
then equals the various debits posted from the petty cash book 
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At the end of each accounting period, before the statements are 
prepared, it is necessary to draw a check to replenish the petty cash 
fund. Otherwise, the expenses represented by the disbursements 
would not appear in the statements for the period. The charges made 
to the expense accounts when the replenishing check is recorded bring 
these expense items into the ledger and keep the petty cash fund at 
the predetermined amount. The petty cash fund will remain at the 
same amount unless it is decided that the fund is too large or too small. 

registers as SUPPLE- j n addition to registers that serve as special 
MENTARY records journals, and in some instances as subsidiary 
ledgers, there are registers that serve as supplementary records. Such 
registers are usually classifying and accumulating devices. Examples 
of such registers are the insurance policy register, the notes receivable 
register, the notes payable register, and the fixed assets register. 

Insurance Policy Register. When there is a possibility that property 
may be destroyed by fire or by any other accidental cause, the owner 
should protect himself against such loss by entering into a contract 
with an insurance company. He agrees to pay to the company a certain 
amount in return for the protection afforded by the contract. This 
contract is known as an insurance policy, and the compensation paid 
to the insurance company is known as the insurance premium. The 
insurance policy is made for a definite period of time, and the premium 
is payable in advance. 

A record of each of these policies should be kept in such a form that 
information pertinent to the insurance contracts can be obtained at 
any time. This is accomplished by keeping an insurance policy register 
similar to that shown on pages 262 and 263. In this record the cost 
of the insurance, or the premium, is divided into the monthly charges 
representing insurance expense. 

In the illustration, the three policies earned over from previous 
years are shown at the top of the page that records the insurance 
policy history for 1950. The first two of these had only two months to 
run in 1950 before expiration; the third had six months. In each of 
these cases the monthly charges are the same as they were for the 
preceding period. The fourth entry records a one-year policy purchased 
on January 2, 1950, and charged equally to the twelve months of 1950. 
The fifth entry records a five-year policy purchased on March 1 for 
$30. Since it has 60 months to run, the monthly cost is 50 cents. 
The policy runs for ten months in 1950; this leaves a balance for this 
policy of $25 of Prepaid Insurance on December 31, 1950. The policies 
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INSURANCE POLICY REGISTER FOR YEAR 1950 
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Insurance Policy Register, Left Page 


;aken out on March 1 and July 1 also continue beyond the end of the 
fear and have unexpired balances at the end of the year 

At the end of each month the insurance expired is determined by 
idding the column for that month The amount thus obtained is 
lsed in the adjusting entry to record the insurance expired At the 
>nd of the year the amount of the expired premiums and the amount 
)i the unexpired premiums are recorded in the columns at the extreme 
ight The unexpired policies are then recorded at the top of the page 
or the following year 

Notes Receivable and Notes Payable Registers If the notes recened 
>y a business are not too numerous they may be recorded in the 
jeneral journal There is however, important detailed information 
vith reference to the notes that cannot be shown conveniently m the 
look of original entry or in the notes receivable account This mforma 


NOTES RECEIVABLE REGISTER 
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Notes Receivable Register, Left Page 
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Insurance Policy Register, Right Page 

tion may include the name of the maker, where the note is payable, 
the date, the time, the amount, and the rate of interest. All of these 
facts, together until others that may be useful, may be recorded con- 
veniently in a notes receivable register that provides a special column 
for each type of information. A common form of a notes receivable 
register is shown on page 262 and below. 

A similar register may be maintained for notes payable whenever 
such notes are numerous. The arrangement of the notes payable 
register is quite similar to that of the notes receivable register. A 
common form is illustrated at the top of pages 264 and 265. 

Fixed Assets Register. When a business has a large number of fixed 
assets, a record is needed to show the cost of each asset, the estimated 
trade-in or scrap value, the estimated life, the annual rate of deprecia- 
tion, the number of years during which the asset has been owned, the 
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Notes Receivable Register, Right Page 
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NOTES PAYABLE REGISTER 
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Notes Payable Register, Left Page 


total amount of depreciation charged in previous years, and the 
monthly charges for depreciation during the current year Maintaining 
such a record of fixed assets insures that the proper amount of depre- 
ciation will be calculated on each item and also calls attention to errors 
in estimates which might otherwise be overlooked 

Since this register is used to accumulate depreciation charges, a 
separate page should be set up for each class of fixed assets For 
example the illustration below and on page 265 contains only office 
equipment and provides for a monthly charge for depreciation of 
office equipment Another page would contain only store equipment 
and would provide a monthly charge for depreciation of store equip- 
ment Each page in such a fixed asset register would provide detail 
supporting the balance of each fixed asset account in the ledger 

In some cases a card is set up for each fixed asset If this is done, 
the card record amounts to a subsidiary ledger record of fixed assets 
Such a record was illustrated m Chapter XIV 

THE combined cash in previous chapters dealing with special 
JOURNAL journals attention was called to the fact that 

the transactions of one dav may be found in several journals For 
example, the sales transactions may be recorded in the sales journal 
and the cash receipts transactions of the same date, in the cash receipts 
journal In order to have a complete record of the transactions of 
one day, reference would have to be made to each of the special 
journals 


FIXED ASSETS REGISTER (OFFICE EQUIPMENT) FOR YEAR 1950 
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Fixed Assets Register, Left Page 
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NOTES PAYABLE REGISTER 
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In a small business it is possible to airange transactions in chrono- 
logical order and to have the labor-saving benefits of the special 
journal by the use of special columns in a single journal. Since most 
transactions affect cash, this journal is commonly called the combined 
cash journal. Whenever transactions affect an account sufficiently 
often, a special column is set up for that account. Transactions 
affecting accounts without special columns are entered in a pair of 
columns headed “General Ledger.” This treatment is similar to that 
described in Chapter IX for the cash receipts journal and the cash 
payments journal. 

If a business follows the practice of depositing all cash in the bank, 
as was described earlier in this chapter, the cash columns may be 
headed “Cash” or they may be considered to be the record with the 
bank and may be headed with the name of the bank. 

A combined cash journal is shown on pages 266 and 267. It should 
be noted that the columns set up with special headings have already 
been illustrated before in this and previous chapters. 

This type of single-journal record is frequently found in ready- 
made bookkeeping systems for small businesses and professional men. 
The column headings are printed in to meet the requirements of the 
business for which the system is designed. In some cases, the ac- 
countant is called upon to determine the column headings and to 
write them in himself on a blank form obtained from a commercial 
stationery store. 


FIXED ASSETS REGISTER (OFFICE EQUIPMENTS FOR YEAR 1950 
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COMBINED CASH JOURNAL 
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summarizing in When a single journal and a single ledger 
susiness records were used in Chapter VI, transactions affect- 
ing each account were summarized m the ledgers For example, all 
sales transactions were found individually in the sales account and the 
total of sales was obtained by adding these items in the sales account 
Later when the sales journal was set up to save time and labor, this 
summarizing was done in the special journal, the ledger account Sales 
ao longer showed the detail but only the total for the month These 
;onditions are illustrated below 
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(The detail of sales for October has 
been removed from the ledger ac- 
count A single posting saves post- 
ing labor ) 
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The accounting periods summarized in the special journals need 
not correspond to the periods summarized in the ledger or covered 
by the statements. For instance, the cash receipts and cash payments 
journals, or the cashbook, could be closed at the end of each week; 
the sales and the purchases journals could be closed twice a month; 
the tiial balance could be taken once a month; and the balance sheet 
and the profit and loss statement could be prepared only annually. 
The accounts affected by many transactions could be summarized 
often; those affected by a small number of transactions, less often. 

When business papers become an integral part of the accounting 
system, they can sometimes be used as summarizing derices. When 
they are so used, a journal may contain a record of only the total for 
the day. The amounts of cash sales for a day may be listed on an add- 
ing macliine from the sales tickets: the tickets may be filed as support- 
ing records; and only one entry need be made in the cash receipts 
journal. In tins case summarizing has been moved forward another 
step, to the business papers; individual transactions no longer appear 
in the journal. 


THE FUNCTION 
OF RECORDS 


Business records must be so constructed that 
at any time in the future it will be possible to 


trace a transaction from the record of its occurrence to its effect on 


some item in one of the two principal statements. Or, reversing the 
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p*x)cedure it should be possible to account for an) amount on either 
statement bj tracing backward to the first record of the transactions 
affecting this amount. This mav be illustrated graphicallj as follows 

Trace forward — >• 

Transaction — Paper J oumal — Ledger — W ork Sheet — Statement 
— Trace backward 

If a sale of $2o0 is made on account it should be possible to trace 
that sale until it appears on the profit and loss statement as part of 
the total sales Or if the profit and loss statement shows rent expense 
of $1 dOO it should be possible to trace back from the statement 
through the work sheet ledger journal and business papers to rent 
transactions totaling $1 oOO 

The record of transactions ma\ be considered as a stream of infor 
mation that flows from the business papers to the periodic accounting 
statements This flow must be uninterrupted and rapid so that the 
accounting statements will be complete and timeh An> procedure 
or an\ mechanism that will insure the continuous and speed) flow of 
this information merits the attention of the bookkeeper or the ac 
countant 

internal check When accounting procedures and systems are 

of operations designed for a business they should be so 

constructed that no section of the s)stem is under the sole control of 
one person The work of each emploj ee should be related to the duties 
of another When such a s) stem is used the accounting is said to 
possess internal check and control The purpose of such a control is 
to pre\ ent error and fraud 

Of the man) accounting functions of a business the most elaborate 
controls are generall) provided for the handling of cash This chapter 
has described methods that secure internal control of cash by depositing 
all receipts and b\ making payments onl> by check except for properl) 
■vouchered pettv cash items Control of cash is further achieied by 
separating the duties of those emplojees charged with receipts and 
payments of cash from the duties of those who keep the journal and 
ledger records and who prepare statements of account for customers 

If cash receipts are received in the mail it is necessar) to have 
separate emplo) ees open the mail and make a list of all receipts in 
duplicate One cop) accompanies the receipts to the cashier the other 
serves as the underlying document for the accounting entrj 

Similar controls are usually provided for customers accounts 
inventories plant assets and other groups of accounts. 
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QUESTIONS 

1. Does the use of business papers, journals, and ledgers mean that 
recording is thereby tripled in volume? Explain your answer. 

2. (a) Is there any principle that can be followed in determining how 
often summaries of transactions should be made? (b) Must summaries be 
made only at the end of the accounting period? 

3. What is meant by the expression “take the books out of bookkeep- 
ing”? 

4. “The trial balance is the only reliable proof of posting.” Do you 
agree with this statement? 

5. The term double record of cash refers to the record in the cashbook 
and the record in the ledger. Is this statement correct? 

6. It is necessary for Warte and White to pay out a large number of 
small amounts varying from 25 cents to $5. Those receiving the pay- 
ments prefer cash rather than checks. An accountant recommends that 
the petty cash system be used, (a) Describe how such a record and fund 
should be operated, (b) How is this record correlated with a “double 
record of cash”? (c) What advantages do you see in its use? 

7. Give journal entries for the following: (a) A petty cash fund of $50 
is established, (b) The fund is replenished for expenditures of $47.84, 
chargeable $24.32 to Miscellaneous Selling Expense and $23.52 to Mis- 
cellaneous General Expense, (c) The fund is increased to $100. 

8. In designing a combined cash journal for a doctor, what columns 
would you omit that are shown on pages 266 and 267? What columns 
would you add? 

9. If an amount was entered in the wrong column in a combined cash 

journal, would it throw the trial balance out of balance? Explain. 

£ 

10. Assume that the general ledger accounts given on page 177 are to be 
numbered. Number the accounts according to a logical system that will 
provide for the addition of new accounts. 

11. What are the advantages of the use of bookkeeping machines? 

12. (a) Under what conditions w T ould you recommend that a business use 
notes receivable and notes payable registers? (b) What types of busi- 
nesses would be more likely to use a notes receivable register than a notes 
payable register? (c) What types of businesses would be more likely to 
use a notes payable register than a notes receivable register? (d) What 
information should each of these registers provide? 
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PROBLEMS 

1. The following transactions involving petty cash were completed by 
the Pnncess Garment Co dunng the month of March 

(a) Mar 1 Drew check No 309 for $60 to establish a petty cash fund, 

(b) The following amounts were paid from petty cash on the dates indi- 
cated 

Mar 3 To Mayfair Dry Goods Co for findings, $3 75 (Purchases) 

5 Water bill, $2 (Misc General Expense) 

6 To Speedy Service Co to deliver garments, $6 25 (Delivery 
Expense) 

9 Postage, $10 (Office Supplies) 

13 To Mayfair Dry Goods Co for findings, $5 25 

24 Store supplies, $15 

27 To Speedy Service Co , $4 75 

(c) Mar 31 Drew check No 394 to replenish the petty cash fund 
Instructions (1) Record the check to establish the petty cash fund in a 

check register Enter the amount of the fund in a petty cash book having the 
same form and columns as the book illustrated on page 259 of the text, and 
then record the payments in this book 

(2) Total and rule the columns of the petty cash book and bring down the 
balance Record the replenishing check in the check register, the general 
journal and the petty cash book 

2 The store equipment of the Lame Mercantile Co was acquired as 
follows 

Date Estimated 

Purchased Description Cost Life 

Jan 2, 1948 Carpeting $ 360 3 yre 

Oct 1 1948 Counters 2,400 5 yrs 

Apr 1, 1949 Cash register 600 10 yre 

Instructions (1) Prepare a fixed assets register for store equipment for 
the year 1950 Use the same form and columns as illustrated on pages 264 
and 265 

(2) Prepare a journal entry for the depreciation for January, 1950 

3 Harvey Benson decides to maintain a notes receivable register On 
July 1 of the current year he has the following notes receivable on hand 

Date 

r By Whom of 

> Payable Where Payable Paper Time Face Rate 

Henry Potter Our office Apr 27 90 days $400 00 

C M Bames First National Bank Toledo May 8 60 days $198 50 6% 

A J Clifford Merchants Bank, City May 14 90 days $200 00 4% 

L D Burke Our office June 2 30 days $450 00 6 o 

James Finley Ajax Bank Ajax June 22 60 days $368 40 5% 

Dunng the month of Julv, Mr Benson completed the following 
transactions with notes receivable 
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July 2. Received a check from L. D. Burke in payment of his note and in- 
terest due today. 

5. Sent C. M. Barnes’s note to the First National Bank, Toledo, for 
collection. (Make a memorandum notation only in the Remarks 
column of the notes receivable register.) 

7. Received a check from the First National Bank, Toledo, for the 
face of C. M. Barnes’s note plus interest, minus a collection charge 
of 75 cents. (Record the collection charge as a debit to Miscel- 
laneous General Expense.) 

12. Received a 60-day, 6% note for $300 from L. P. Taylor in settle- 
ment of his account. The note is dated July 11 and is payable at 
our office. 

19. Discounted A. J. Clifford’s note at 6% at our bank and received 
credit for the proceeds. 

29. Henry Potter did not pay his note when it was due. Charged the 
dishonored note to the maker’s account. 

Instructions: (1) Record in a notes receivable register like the one in 
this chapter, under date of July 1 of the current year, the notes receivable 
on hand on that date. 

(2) Record the transactions with notes receivable in a combined cash 
journal like the one in this chapter and make the necessary entries in the 
notes receivable register. 

4. John Jarvis began business on April 1, 1950, as the Jarvis Products 
Co. The following transactions were completed during the month of 
April. Terms of sales, 2/10, n/'30; terms of purchases, 1T0, n 30. Begin 
checks with No. 1. 

Apr. 1. Invested cash, $8,000. 

1. Paid rent for the month, $350 (Operating Expense column). 

2. Issued check to establish petty cash fund, $50. 

2. Sold merchandise to M. Edwards, $500. 

3. Purchased merchandise on account from W & K Co., $1,700. 

4. Paid advertising, $50 (Operating Expense column). 

6. Received cash from M. Edwards for invoice of April 2. 

8. Sold merchandise on account to Harold Morrison, $350. 

10. Paid freight in, $75. 

11. Paid invoice of April 3. 

13. Sold merchandise to Thomas Reed, $275. 

14. Check No. 6 was spoiled and voided. 

15. Purchased merchandise from W & K Co., $1,300. 

19. Received note from Harold Morrison for $350 covering invoice of 
April 8. (No discount allowed.) 

23. Purchased merchandise on account from Peerless Products, $860. 

24. Gave W & K Co. a note for $1,300 covering April 15 purchase. 
(No discount allowed.) 

27. Reimbursed petty cash: Freight In, $25; Operating Expense, $15. 

30. Paid salaries for the month, $400 (Operating Expense column). 

30. Cash sales for month, $750. 

Instructions: (1) Record the transactions in a combined cash journal. 
Columns required are: Cash Dr.; Cash Cr.; Check No.; Date; Description; 
Post. Ref.; General Ledger Dr.; General Ledger Cr.; Accounts Receivable 
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Dr , Accounts Receivable Cr , Accounts Payable Dr ; Accounts Payable 
Cr f Sales Discount Dr , Purchases Discount Cr , Sales Cr , Purchases Dr , 
Operating Expenses Dr 

(2) Open and post to ledger accounts as follows 

General Ledger Accounts Cash, Petty Cash, Notes Receivable, Ac- 
counts Receivable, Notes Payable, Accounts Payable, John Jarvis, Capital; 
Sales, Purchases, Freight In, Operating Expenses, Purchases Discount, 
Sales Discount 

Accounts Receivable Ledger M Edwards, Harold Mornson, Thomas 
Reed 

Accounts Payable Ledger Peerless Products, W & K Co Use balance- 
column ledger accounts m the subsidiary ledgers 

(3) Prepare a trial balance 

5 Charles Elliott’s accounting records include a check register, a petty 
cash book, and an insurance policy register similar to those illustrated 
in this chapter, and a two column general journal 

The following transactions were among those completed in October, 
1950 

Oct 1 Issued Check No 423 to establish a petty cash fund, $35 
1 Issued Check No 424 to C Irwin for October rent, $200 
3 Issued Check No 42o to Hams Insurance Agency for two insurance 
policies One policy No M43692, is with the Aetna Fire Insurance 
Company, covers merchandise for $40 000, has a premium of $360 
and is effective for three years from October 1, 1950 The second 
policy, No F9801, is with the same company, covers equipment 
for $30 000, has a premium of $480, and is effective for five years 
from October 1, 1950 

6 Paid $15 out of pettj cash for stamps (Office Supplies ) 

8 Issued Check No 426 for $3 000 in payment of a note payable to 
the First National Bank 

10 Paid from petty cash express charges of $5 on a shipment of mer- 
chandise received (Freight In) 

14 Spoiled Check No 427 

14 Issued Check No 428 to Melrose Manufacturing Co for invoice of 
$5 000, less 2% discount 

26 Paid $10 from petty cash for repairs to cash register, $6 (Miscel- 
laneous Selling Expense), and repairs to office equipment, $4 (Mis- 
cellaneous General Expense) 

31 Issued Check No 429 for salaries $1,000 

31 Issued Check No 430 to replenish the petty cash fund 

31 Issued Check No 431 to Charles Elliott for personal use, $300 

Instructions (1) Record the foregoing transactions For petty cash 
replenishment rule and foot the petty cash book and prepare a general 
journal entry for the expense distribution 

(2) Enter and distribute insurance policy premiums for the balance of 
the year Prepare a journal entry to adjust prepaid insurance on October 31 

(3) Rule and foot the check register 

(4) The bank statement for October shows an October 31 bank balance 
of $5 330 With the exception of Nos 430 and 431, all checks were returned 
with the statement The cash account has an October 31 balance oi $5,000 
Prepare a bank reconciliation. 



CHAPTER XVI 

THE VOUCHER SYSTEM 

accounting systems The accounting papers, journals, ledgers, and 

reports, and the routines and procedures em- 
ployed in using these records, constitute the accounting system of a 
business. When accounting principles and practices are applied to any 
given enterprise or to any set of conditions in a going business, the 
result is an accounting system. For any such system there is a selection 
of the useful elements from the entire field of accounting practice and 
the arrangement of these elements into an organized whole. 

One of the most complete accounting systems is that concerned 
with the payment of obligations. This system not only adjusts the 
accounting records to a practice of account payment, but also affects 
the accounting from the first record of the transaction. The voucher 
system consists of an organized group of accounting practices that 
begin with the first recording of purchases of merchandise, services, 
and other assets and end with the payment of obligations to suppliers. 
This chapter will be devoted to a complete discussion of the voucher 
system. This system should be considered as concrete evidence of a 
more general principle of organizing accounting practices. 

the voucher system i n the operation of either a mercantile or a 

manufacturing business, it is necessaiy to 

purchase the following: 

1. Goods or Materials. In a mercantile business goods are purchased 
and resold without modification. In a manufacturing business materials 
are purchased and used in the production of the commodity or the 
service that the business sells. 

2. Assets for Use in the Business. Both mercantile and manufactur- 
ing businesses purchase assets such as land, buildings, machinery, 
equipment, and supplies with which to cany on their operations. 

3. Services. In order to operate, all businesses must purchase 
sendees such as labor, heat, light, and power. Such services, which are 
ordinarily termed expenses, may be used in the production of the 
commodity or the service that the business sells, or they may be used 
in selling the product after it has been purchased or produced. 

In a large business, expenditures for these purposes amount to 
large sums and cannot be closely supervised, by the chief executive. 

273 
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It is therefore necessary to delegate the responsibility for mcumng 
obligations and making expenditures and yet to retain a proper control 

the voucher One method of obtaining control over ex 

penditures is to require for each expenditure 
a written authorization This authorization is usually in the form of a 
voucher The voucher is prepared from the invoice or from other data 
that serve as evidence of the expenditure to be made The outside of 
the voucher provides space for (1) a brief summary of the invoice data, 
(2) the details of the actual payment, (3) a list of the accounts to be 
charged, (4) the signature of the one who approves the payment, and 
(5) the signature of the one who 
enters the voucher in the voucher 
register The inside of the 
voucher provides space for the 
details of the transaction and for 
the signature of the one who 
approves the voucher When 
the business paper from which 
a voucher is prepared contains 
all of the necessary details about 
the transaction the business 
paper is attached to the inside 
of the voucher and no further 
items need be entered on the in- 
side of the voucher The outside 
and the inside of a voucher are 
illustrated on pages 274 and 275 

When the voucher system is 
in use, every invoice or bill 
received must be touchered This 
procedure necessitates that the 
invoice or bill be approved as to 

1 Quantities, prices, grades 
sizes and quality by the 
purchasing agent 

2 Actual receipt by the re 
ceivmg clerk 

3 Mathematical accuracy of 
extensions by the checking 
clerk in the accounting 

department Outside of a \ oucher 
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4. Terms of payment by the purchasing agent. 

5. Distribution (accounts to be charged) by the bookkeeper or the 
auditor. 

These approvals are usually indicated on the invoice before the 
voucher is prepared. In order to prevent mistakes, the bookkeeper or 
the auditor designates the distribution on the invoice before it is copied 
on the voucher. If the accounts in the ledger are numbered, the book- 
keeper indicates the charges by means of these numbers. After the 
voucher has been prepared, the invoice is fastened on the inside and 
the voucher is folded so that the distribution, as shown on the outside, 
will be visible. The voucher is then recorded in the appropriate record, 
which is explained in later paragraphs, and is filed in the unpaid 
vouchers file. 


Voucher 

Summon Tiiamxg Compaxy 

No 336 n»t. June 3 1950 T.rms n„. Juno 3 

19 50 

To Pavroll 





For the following 

(Attach all invoices or other papers permanently to voucher) 


DMT 

VOUCHER DETAILS 

AMOUNT 

June 3 

Payroll for period ended 6/3/50 

290.00 


Apprv**d by ^ • & • C&Asti* 

/'Ca.>»our» 


Inside of a Voucher 
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THE VOUCHER It has been explained in the preceding para- 

register graphs that, when the voucher system of 

authorizing payments is used, a voucher is prepared for each expendi- 
ture, whether the expenditure is for goods or materials, assets for use 
in the business, or services. In fact, under the voucher system a check 
is never issued except in payment of a properly authorized voucher. 

Each voucher is recorded in a book known as a voucher register . 
The form of the voucher register may vary widely, depending largely 
on the size of the business and the number of accounts maintained 
with purchases and expenses. The illustration on pages 276 and 277 
shows a typical form. 

The voucher register is usually ruled to provide columns for the 
date of entry, the voucher number, the name of the creditor, the 
explanation, the terms, the date of payment, and the number of the 
check issued in payment. In addition, it contains one amount column 
for credits to the vouchers payable account and as many columns for 
debits as are necessary to show the distribution and classification of 
all purchases and expenses. A space to record charges to accounts for 
which there are no special columns is provided at the extreme right. 


VOUCHER REGISTER page 6 
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Every amount entered in the voucher register appears as a credit to 
the v ouchers payable account and as a debit to the account or accounts 
charged for the commodities or the services represented by the invoice 
or the bill 

At the time the voucher is prepared and approv ed it is entered in 
numerical order in the voucher register When it is paid the date of 
pajunent and the number of the check issued m payment are entered 
m the appropnate columns of the register The total of the unpaid 
vouchers as shown by the voucher register must at all times agree with 
the total of the vouchers in the unpaid vouchers file 

The entries m the voucher register are not posted until the end of 
the month At that time all the columns are totaled and the total of 
each column is posted to the account stated at the head of the column 
The total of the Vouchers Payable Cr column is posted to the credit 
of the vouchers payable account and the totals of all the other amount 
columns except the General Ledger Dr Amount column are posted to 
the debit of the respective accounts The items in the General Ledger 
Dr Amount column are posted individual!} to the debit of the accounts 
stated m the Account column 

The voucher register should be proved before it is posted by com 
paring the sum of the totals of all the debit columns with the total of 
the Vouchers Payable Cr column Unless these totals agree an error 
has been made either in entering amounts in the columns or in obtain 
mg the various totals This error must be corrected before the posting 
is begun 

THE check register Postings from the voucher register result in 
debits to various asset trading and expense 
accounts and credits to the liability account Vouchers Payable The 
vouchers payable account serves the same purpose as the accounts 
payable account since it shows the total amount due to creditors 

When a voucher is paid an entry debiting Vouchers Payable and 
crediting the bank account is made in the check register ft' the terms - 
of the invoice provide for discount the amount of the voucher is 
entered in the Vouchers Payable Dr column the discount m the 
Purchases Discount Cr column and the amount of the check in the 
column providing for credits to the bank account If a form similar 
to that illustrated on page 279 is used the amount of the check issued 
in payment of each voucher is entered in the column provided for the 
bank on which the check is drawn The date of payment and the 
number of the check must also be entered in the Paid columns of the 
voucher register 
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For each item for which payment is to be made, a voucher must be 
prepared. When merchandise or supplies are purchased on credit or 
for cash or when any bill for an expense is received, a voucher is first 
prepared in the usual manner. This voucher is then entered in the 
voucher register and the amount is credited to Vouchers Payable. At 
the time payment is made, an entry is recorded in the check register 
and the amount of the voucher is debited to Vouchers Payable. 


CHECK REGISTER 
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by a check (which later appears on the depositor’s bank statement) but 
also must be authorized in advance by a voucher The voucher thus 
serves as authorization for the check that is to be written It would be 
uneconomical and inadvisable to prepare a voucher for each disburse- 
ment to be made from petty cash Petty cash disbursements are there 
fore given special treatment under the voucher system 

When a petty cash fund is to be established a voucher authorizes 
the drawing of a check payable to Petty Cash The account Vouchers 
Payable is credited in the voucher register and the account Petty Cash 
is debited The check is then drawn an entry debiting Vouchers Pay 
able and crediting Cash or the bank account is made in the cash pay 
ments journal the check is cashed and the money is turned over to the 
person in charge of the fund Whenever a disbursement is made from 
the fund a receipt is obtained from the one to whom payment is made 
The entries required m establishing a petty cash fund are shown in the 
illustrations of the voucher register and the check register (Voucher 
No 333) on pages 276 and 279 

When the fund is to be replenished a voucher authorizes a check 
to be drawn for the total amount of the disbursements that have been 
made The vanous accounts to be debited are determined from the 
receipts showing petty cash disbursements and are indicated on the 
voucher The entry to record the voucher m the register consists of a 
credit to Vouchers Payable and debits to the accounts indicated on the 
voucher The check is recorded m the cash payments journal by debit 
ing Vouchers Payable and crediting Cash or the bank account The 
money obtained by cashing the check is placed in the petty cash fund 
which should then equal the original amount The entries required in 
replenishing a petty cash fund are shown m the illustrations of the 
voucher register and the check register (Voucher No 395) on pages 
276 and 279 

Voucher system Adjustments are not easily made in the 

W&VwViwykV ■S voucher system The steps involved in t'ne 

voucher system are designed to eliminate as far as possible the need 
for adjustments Some adjustments are necessary, however to pro- 
vide for (a) purchases returns or allowances (b) payments by the 
issuance of a note and (c) partial payments 

Purchases Returns and Allowances When credit is received for a 
return or an allowance on a purchase the amount of the unpaid \ oucher 
is thereby reduced In order that the voucher register will show the 
correct amount payable an entry may be interlined in red ink immedi 
ately above the entry for the voucher The debit to vouchers payable 
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is entered in the Vouchers Payable Cr. column, and the amount of the 
asset or the expense on which the return or the allowance was made is 
adjusted by indicating the deduction in the corresponding debit 
amount column. When the columns are totaled, the figures in red 
should be added separately and written immediately above the colum- 
nar totals of the figures in black. The totals indicated in black ink are 
posted in the usual manner. The total in red ink in the Vouchers 
Payable Cr. column is posted as a debit to the vouchers payable 
account, and the corresponding red totals in the debit amount columns 
are posted as credits to the appropriate accounts. In practice, ac- 
countants often show a “red ink” entry in black, encircling the amount 
to show that it represents a deduction. The method of recording 
credit received for a return or an allowance is shown in the voucher 
register illustration (Voucher No. 391), page 276. Ai the end of the 
month, after the columns were totaled, Vouchers Payable was debited 
for $25 and Purchases Returns and Allowances was credited for the 
same amount. The credit memorandum from the creditor or a note 
showing the amount of credit received should be filed with the adjusted 
voucher. 

When credit is received for a return or an allowance in a later month, 
after the voucher register has been totaled and posted, the method just 
outlined cannot be followed. In this case a new voucher for the ad- 
justed amount payable must be prepared, and the original voucher 
should be marked “Canceled” with a reference to the new voucher. 
The amount of the original voucher has, however, already been posted 
in the columnar total for the previous month. An adjusting entry 
must therefore be made in the general journal. 

Assume, for example, that in May merchandise w r as purchased for 
$1S0 from C. C. Shaw. An entry debiting Purchases and crediting 
Vouchers Payable for $180 was made in the voucher register at that 
time. In June, however, a portion of the order was returned and a 
credit memorandum for $30 was received. The following entry was 
then made in the general journal: 


June 2S Vouchers Payable ISO 

Purchases Returns and Allowances 30 

Purchases 150 


To record the return of merchandise pur- 
chased in May and to cancel Voucher No. 

323. 

A reference to this journal entry was placed in the Paid columns 
for the old voucher. A new voucher for $150 was then prepared and 
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recorded in the v oucher register This new voucher is Voucher No 392 
in the register on page 276 The net effect of the tv* o entries on June 28 
is a debit to Vouchers Pay able of $30 and a credit to Purchases Returns 
and Allowances of $30 

Notes Payable If a voucher is paid by the issuance of a note or by 
the acceptance of a draft or a trade acceptance, an entry debiting 
Vouchers Payable and crediting Notes Payable should be made in the 
general journal or the notes payable journal An explanation indi 
eating the method of payment is written on the voucher, and a similar 
explanation with reference to the page of the journal m which the 
entry u as made is entered in the Paid columns of the voucher register 
The voucher is then filed in the paid vouchers file 

At the time the note or the acceptance is to be paid, a new voucher 
will be issued The entry in the v oucher register will consist of a credit 
to Vouchers Payable and a debit to Notes Payable The payment of 
this voucher will then be recorded in the usual manner The entries 
required in the payment of a note are shown m the illustrations of the 
voucher register and the check register (Voucher No 393) on pages 
276 and 279 

Partial Payments The plan of the voucher register assumes that 
each voucher is a unit and will be paid as a unit No provision is made 
in the register for partial payments If, then, a business customanly 
makes partial payments on its invoices, it should not plan to use a 
voucher register but should use some other method that is more 
adaptable to the recording of partial payments 

If, at the time an invoice is received, the management knows that 
it will be paid m installments several vouchers may be prepared one 
for each installment If the decision to pay a voucher in installments 
is made after the v oucher is recorded the method used vanes according 
to whether the new entry is to be made in the same month in which the 
voucher was recorded or in a later month If the change is to be made 
in the same month in which the voucher was recorded, the voucher 
and the entry m the voucher register may be canceled and two or more 
new vouchers may be issued If the change is to be made after the 
amount of the voucher has been posted, an entry may be made m the 
general journal reversing the first entry in the voucher register Two 
or more new vouchers may then be issued and recorded m the register 


voucher system The careful checking of the records used m 

corrections the voucher system will not eliminate errors 

entirely, but it should reduce them to a minimum If an error is 
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discovered in the same month in which a voucher was recorded, the 
voucher and the entry in the register may be canceled and a new 
voucher may be issued. If the error is discovered after the voucher 
register has been posted, the correction may be made by a journal 
entry reversing the entry to be corrected and the issuing of a new 
voucher for the correct amount. 


the VOUCHER register The use of the voucher register proves very 

AS A BOOK OF ORIGI- . , T . J 

NAL ENTRY AND convenient. Liabilities are recorded as soon 

subsidiary LEDGER as they are incurred, an accounts payable 

ledger is not needed, and a great saving of labor in posting is effected 

through the use of the columns in the register. 

Each line of the voucher register may be considered as a separate 
account with a voucher. This account is credited when the voucher is 
recorded; it is debited when the voucher is indicated as paid. At any 
time, then, the voucher register will give the detail regarding the 
balance of the vouchers payable accoimt. In this respect the voucher 
register is comparable to the accounts payable ledger, and it may be 
considered as a subsidiary ledger. The entry of the date of payment 
in the voucher register from the paid voucher is in the nature of a 
posting to a subsidiary ledger. 

The voucher itself is a business paper co-ordinating the activities 
of a number of specialized employees in a business organization. The 
vouchers, which are numbered serially, constitute a journal record of 
the obligations incurred and of the accounts to be charged. When the 
vouchers are filed in an unpaid vouchers file, they provide a subsidiary 
ledger showing the amounts due at various times. When vouchers are 
placed in the file, they represent credits; when they are removed from 
the file, they represent debits. Hence, vouchers themselves serve as 
business papers, a journal record, and a ledger record. 

The voucher register is a record that facilitates the accumulation 
of summaries to be posted to the general ledger. As indicated in a 
preceding paragraph, the voucher register may be considered as a sub- 
sidiary ledger of authorized obligations, supporting the controlling 
accoimt Vouchers Payable. 


the voucher system The voucher system illustrates the adapta- 

bilitv of accounting procedure to new con- 
chtions m business practice. As a well-dennea 
system it proves of great use to financial management. Its adoption 
has resulted in the following advantages: 
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1 Information regarding invoices to be paid is furnished prompfy 
When the prevailing practice of a busmen provides for the payment of 
creditors from funds receded through the collection of accounts 
receivable the purchases journal and the accounts payable ledger 
provide the needed information When emphasis is placed on meeting 
the te^ms of payment on all mi oices and bills the % oucher system 
sen the needs, of the financial officer more effectn eh than do the 
purchase* journal and the accounts payable ledger The disbursing 
off cer is more interested in knowing w hen payment* should be made 
than in knowing to whom the amounts are payable The voucher 

tem provides a flexible record in furnishing prompt information 
regarding inv oice* and bill* authorized for payment 

2 Misunderstandings are avoided by having payments cover specific 
v owes, In the interest of both the debtor and the creditor the 
voucher svstem provide* that each check is*ued shall cover a specific 
invoice or a specific group of invoice* This practice provide* for tne 
easv identification of amounts charged and amounts paid so that there 
can be agreement regarding the balance owed The payment of round 
amounts to apph on account is unsatisfactory from the point of view 
of both the creditor and the debtor Discrimination among creditors 
bv debtors 1 * equallv unsatisfactory from both points of view The 
voucher system represents a modification of accounting practice to 
fit improved financial practices 

3 The practice of tahng cash discounts is facilitated The voucher 
sv^tem is particularly useful in providing the neces*arv information 
fo r those concern* that follow the practice of taking cash discount*. 
4s a matter of financial policy it is alway s le*s co*tIv to borrow fund* 
at a local bank in order to take advantage of cash discounts than to 
permit such discounts to be neglected Under the v oucher system each 
invoice can be approved promptly and filed in the unpaid vouchers 
file under the last date when the discount can be taken The unpaid 
vouchers file provide* an orderly list of all future obligations arranged 
according to the dates of payment By taking the discounts the 
busines* gets the maximum use of its cash balance and at the same 
time provides a maximum return from available cash discounts 

4. Authorization of future disbursements is given at t he proper time. 
The v oucher system provides for the approval of expense items at the 
time when such approval can be given mcKt intelligently The ade- 
quacy of a service purchased should be determined at the time the 
service is rendered rather than at a later date when payment i* to be 
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made. If the service is satisfactory, future payment should be au- 
thorized at once. Hence, no further investigation is necessary when 
the check is to be drawn. 

Such advantages are, however, accompanied by a lack of flexibility- 
in the use of the register. Whenever records with special columns are 
used, the procedure is necessarily rigid. It has already been shown 
that a special journal does not allow so complete an explanation as the 
general journal. In the use of the voucher register the procedure is 
even more formal. This fact has been shown in the difficulties en- 
countered in making corrections and in handling purchases returns 
and allowances, notes payable, and partial payments. 


QUESTIONS 

1. (a) From the point of view of the chief disbursing officer, which is 
usually of greater significance: the time when an amount payable will be 
due, or the person or business to which payment is to be made? (b) Which 
of these two factors does the voucher system stress? 

2. (a) Which is the more flexible record: the general journal or the 
voucher register? (b) Which is more closely fitted to a recognized business 
practice? (c) Are your answers consistent? Explain. 

3. The special journals to be used in any given business are determined 
by the frequency of occurrence of similar transactions. Does the same 
principle determine the special columns to be used in the voucher register? 
Explain. 

4. (a) Is the voucher register a book of original entry? (b) a summa- 
rizing device? (c) a ledger? Explain. 

5. Would the number of unrecorded transactions tend to be more or less 
under the voucher system? Explain your answer. 

6. (a) Which is the better time to authorize a cash disbursement: at 
the time the disbursement is to be made or at the time the goods or the 
services are received? (b) When is such authorization made under the 
voucher system? 

7. “The voucher system is useful in assuring the taking of all purchases 
discounts.” Is this statement true? 

8. Does the introduction of the voucher system prevent the use of a 
petty cash fund? Explain. 

9. (a) What characteristics does the voucher register have that the 
sales and the cash receipts journals do not have? (b) Is this true of the 
check register? 

10. What advantages of the voucher system would you explain to the 
treasurer of a corporation who is considering the use of this system? • 
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PROBLEMS 

1 George Grushin, whose accounts paj able on August 31 were as follows, 
installed the voucher sjstem 


Aug 28 

Herbert Thomas 

Merchandise 

2/10, n/30 

$800 

30 

Charles Bidu ell 

Repairs 

n/30 

2o0 

31 

Dumont Co 

Merchandise 

2/10, n/30 

200 





$7o0 


During the first week in September he completed the following trans- 
actions 

Sept 3 Purchased merchandise from Herbert Thomas, $500, terms 2/10 
n 30 

5 Receded an in\oice from Charles Bidwell for repairs $a0 terns 
□ 30 

6 Purchased machinery from the Dumont Co , $1,000, terms 2/10 
n 30 

6 Issued check Vo 314 to Herbert Thomas, $294 

7 Issued Check No 315 to Charles Bidwell, $2o0 

Instructions (1) Use a \oucher register with the following amount 
column headings Vouchers Paj able Cr, Purchases Dr, Repairs Dr, and 
General Ledger Dr Use a check register with the following amount column 
headings V ouchers Paj able Dr , Purchases Discount Cr , and Second 
National Bank Cr 

(2) Make m general journal form an entrj as of September 1 transferring 
the balance of the accounts pavable account to Vouchers Paj able 

(3) Under the date of the original purchase, enter the unpaid vouchers 
in the a oucher register then rule double lines across all the amount columns 
of the a oucher register so that the amounts just recorded will not be included 
m the columnar totals, posted at the end of September 

(4) Enter the transactions for September 3 7 inclusive 

2 The SAM Druggists use a v oucher sjstem AH bills are paid upon 
receipt of invoice or within the discount period Vouchers issued during 
Ma> and June for which the discount period had not expired on June 30 
were 

Voucher Date of 

No Company For Invoice Terms Amount 

264 Rogers Companj Merchandise Maj 6 n/60 5 4 000 

301 May A Tjler Merchandise June 24 2/20 n/30 6 

$10 500 

The following transactions were completed m July The vouchers 
used were numbered consecubv elj from No 310 
Julj 1 Issued Check No 753 for $550 to Reeder Realty Co in pajTnent of 
July rent $500, utilities $50 (Charge utilities to Miseellaneo 
Office Expense ) 
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July 2. Issued Check No. 754 for $200 to establish a petty cash fund. 

3. Received an invoice for merchandise from the Oregon Products 
Company for $8,100, terms 1/30, n/60. 

4. Issued Check No. 755 to the Ohio Oil Company for gas, oil, and 
repairs. The tickets attached to the invoice indicate that delivery 
trucks used $175 and salesmen’s cars $75. 

6. Issued Check No. 756 for $78 to the L & Y Railroad Company in 
payment of freight on merchandise purchases. 

7. Gave Rogers Company a 15-day, 6% note for invoice due July 5. 

9. Received a credit memorandum for $500 from May & Tyler for 

merchandise returned to them and issued Check No. 757 paying 
new voucher. 

13. Received an invoice from the Western Company for $2,925, terms 
2/30, n/60. The invoice covered: merchandise, $2,500; store 
supplies, $100; office supplies, $150; and advertising circulars, $175. 

15. Issued Check No. 758 for $250 to National, Inc. as the down pay- 
ment on a new cash register. If the machine is satisfactory, the bal- 
ance of $1,000 will be paid in 30 days. (Store Equipment.) 

19. Received an invoice for merchandise from Abbott Laboratory for 
$425, terms 2/15, n/30. 

22. Issued Check No. 759 to Rogers Company for note and interest 
(see July 7). 

24. Received a credit memorandum for $100 from Oregon Products 
Company for merchandise returned to them. 

31. Issued Check No. 760 in payment of the monthly payroll as follows: 
Sales Salaries, $1,000; Delivery Salaries, $400; Office Salaries, $900. 

31. Issued Check No. 761 to reimburse the petty cash fund. The charges 
were distributed as follows: Store Supplies, $35; Miscellaneous 
Selling Expense, $40; Miscellaneous Delivery Expense, $15; Office 
Supplies, $25; Miscellaneous Office Expense, $8. 

31. A credit memorandum was received from Abbott Laboratory for 
$425. The invoice had been issued in error. 

Instructions: (1) Prepare a voucher register and a check register like the 
ones illustrated on pages 276 and 279 of the text. Under date of the original 
purchase, enter the unpaid vouchers at June 30 in the voucher register; then 
rule double lines across all the amount columns of the voucher register so that 
the amounts just recorded will not be included in the columnar totals posted 
at the end of July. Record the July transactions in the voucher register and 
the check register. Record journal entries where required. 

(2) Total and rule the voucher register and the check register. 

(3) Post to the vouchers payable control account the June 30 balance 
($10,500) and the totals of the vouchers payable columns in the voucher 
register and the check register. Post to the purchases returns account the 
total of the returns shown in the vouchers payable column of the voucher 
register. Post journal entries to the voucher payable control account and to 
the purchases returns account. Prove the July 31 balance of the vouchers 
payable account by preparing a schedule of unpaid vouchers as shown by 
the voucher register. 
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the need for Efficient business operation requires adequate 

payroll records records covering the compensation of em 
ployees The workers must be paid at regular intervals the exact 
amounts to which they become entitled Federal laws require most 
employers to pay taxes based upon wages and salaries and to act as 
agents m collecting other taxes levied upon the earnings of their 
employees In all states many employers are subject to state payroll 
taxes In a few states the employers must also be the agents m collect 
ing taxes levied upon the earnings of their employees All of these 
federal and state taxes must be paid and detailed reports on prescnbed 
forms must be submitted m accordance with the several laws 

Not infrequently employers obligate themselves to make payroll 
deductions for their employees for such things as union dues, insurance 
plans and bond purchases The calculation of premiums for Work 
men s Compensation Insurance which is earned by most employer*, 
necessitates the use of payroll information The obligations imposed 
by law and the requirements of good business management demand 
accurate and complete payroll records 

The term uages is usually used when remuner 
ation is paid on an hourly, weekly, or piece- 
work basis If the compensation is on a monthly or a yearly basis the 
term salary is commonly used The w ords may be used interchangeably 
Other forms of remuneration include commissions, profit shanng and 
bonuses Money is not the only form of compensation employers 
sometimes provide such things as meals and lodging 

Business organizations may secure the serv 
ices of various individuals without the ’latter 
being in the capacity of 'employees Public accountants may he 
engaged to audit the accounting records lawyers to prepare or review 
contracts or plumbers to repair the water pipes These people are 
independent conti actors, not employees They choose their own means 
of accomplishing the tasks they are engaged to perform The payment 
for their services is not a part of the payroll To qualify as an em 
ploy ee a person must be under the direction of his employer both as 
to the work or result to be accomplished and the means of its accom 
plishment 


FORMS OF 
COMPENSATION 


WHO IS AN 
EMPLOYEE 
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GROSS EARNINGS The gross earnings of each employee for each 

pay period are usually calculated by multi- 
plying the time worked during the period by the agreed rate per hour, 
week, month, or other unit of time. In some cases, gross earnings are 
the product of the units of work completed times the rate per unit or 
piece. The gross earnings of salespeople are sometimes calculated by 
multiplying their sales for the period by an agreed percentage. 


Timekeeping. When compensation is based upon time, a record of 
the time worked by each employee is needed. Maintaining such 
records is called timekeeping. The records that are compiled may be 
very simple or quite elaborate, depending upon the nature of the 
business and the number of employees. Sometimes such records are 
merely notations in a small memorandum book. In other cases the 
employees may be required to “sign in” and “sign out” each day, 
noting the times of their arrivals and departures. Many businesses 
use mechanical or electric time clocks to compile this information. 
While it may not be needed in order to calculate gross earnings, other 
considerations sometimes make it necessaiy to keep a record of exactly 
what work the employees perform while on duty. 


Wage Rates, Overtime. Wages and salaries must be paid at the rate 
agreed upon in each case. In most cases the rates must conform to the 
requirements of the Federal Fair Labor Standards Act. This Act, 
commonly known as the Wages and Hours Law, requires employers 
who are covered by the statute to pay 150 per cent (time and one half) 
of the regular rate for all hours worked in excess of 40 per week. Persons 
holding executive, administrative, and certain supervisory positions 
are not covered by this provision of the law. 

In many industries the practice of paying premium rates for over- 
time hours has been considerably extended. Certain overtime hours 
may be paid at twice the base rate. Work on Sundays and holidays 
may be paid overtime rates regardless of the total number of hours 
worked during the week. It is a eommon practice for companies that 
work night shifts to pay premium rates to those who work during these 
generally less desirable hours. 

Illustration. To illustrate the calculation of the gross earnings of an 
employee, assume these facts: Charles Adams is employed by a 
company that pays him at the rate of SI an hour for the first 40 hours 
each week, and SI. 50 an hour for all hours worked in excess of 40 a 
week. His time card shows that he worked 8 hours each, Monday 
through Thursday, 9 horn's on Friday, and 5 hours on Saturday. His 
gross earnings would be calculated as follows: 
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Total 

Straight 

Overtime 

Day 

Hours Worked 

Time Hours 

Hours 

Monday 

8 

8 


Tuesday 

8 

8 


Wednesday 

8 

8 


Thursday 

8 

8 


Friday 

9 

8 

1 

Saturday 

5 


5 


46 

40 

6 

Regular hours 

40X$1 00 =$40 00 n . 

Regular pay 46X$1 00= $46 00 

Overtime hours 

6X$1 50-$ 9 00 

Overtime premium 

6X$ 50=$ 3 00 

Total gross earnings = $49 00 

Total gross earnings 

=$49 00 


deductions FROM In most instances, the gross earnings of a 

gross earnings worker are not the same as his take home 

pay The difference is due pnmanlj to the taxes that the emplojer 
is required to withhold In addition to these, there may be various 
deductions authorized by the employee 

Social Security Taxes The requirements of the Federal Insurance 
Contributions Act compel most employers to withhold a percentage of 
the gross earnings of each of their employees This is the employees’ 
share of the old age and survivors’ insurance tax often termed the 
old-age benefits tax This tax a part of the federal program to provide 
old-age insurance must be withheld by every employer who is covered 
by the law Certain types of employment are exempted The rate of 
the tax and the amount of the salary on which it is based may be 
changed at any time by the Congress At the present time the rate is 
1 per cent of the first $3 000 paid each employ ee in each calendar year- 
Although the amount of the tax may be changed at any time, such a 
change will not affect the accounting principles or the method of 
recording the transactions 

The taxes the employer deducts must be sent to the government 
in the month following each calendar quarter, together with a report 
showing the name and the social security number of each emplojee 
and the gross amount paid to each employee Every employee covered 
by the law must register and secure a social secunty number and cari 

A few states require employers to withhold from the employees 
pay contributions to their state unemployment insurance funds and 
periodically to remit these contributions to the state government 
These taxes are in addition to the unemployment insurance contnbu 
tions required of employers. The latter vail be considered at another 
point in the chapter. 
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Federal Income Tax Withholding. Employers are required to with- 
hold a portion of the gross earnings of their employees for federal 
income tax purposes. This applies to virtually all grades and types of 
employees. The amount to be withheld depends upon gross earnings 
and the number of exemptions to which the employee is entitled. 
Exemptions are allowed for himself, certain dependents, and, in some 
cases, because of old age and blindness. Workers inform their em- 
ployer of their status in this respect by submitting exemption certifi- 
cates. 

The amount of the tax to be withheld from the gross earnings of 
each employee is calculated by taking into account the amount of his 
earnings, the length of the pay peiiod, the number of exemptions 
claimed, and the tax rates currently in force. Many employers find it 
expedient to consult withholding tables prepared by the government. 
From a table for the appropriate pay period (daily, weekly, biweekly, 
semi-monthly, monthly, etc.) the amount of tax to be withheld can 
be found for any amount of earnings and any number of exemptions. 

It is customary for the employer to furnish a statement of with- 
holdings to the employee with each paycheck or pay envelope. Pay- 
checks with detachable stubs are widely used. The pay period, the 
gross earnings, and the various deductions are showm. The employee 
removes the stub before cashing the check. An illustration of this form 
of paycheck is showm below' : 


The Acme Company 
PAYCHECK 

No. at 

Period Ending . — 19 

Gross Earnings $ j*/, 00 

Deductions: 



\p any 

Pay to the \ 

Order of r 

No..y_/ 

« . , /I 1A 

Social Security Tax 5 , 

Federal Income Tax f?.£0 

Group Insurance *2,. / 0 


'tAJJAc, 19osJ2 

Total 11.31 

Amount of this check f 

To: City National Bank \ 

Payroll Account V — 

_ 


Dttach and r»t»ln thli »tub (er your ritcrdt 


Payroll Check 


The federal income taxes, which the employer has actually withheld 
from w'ages paid, must be paid to the Collector of Internal Pievenue 
within a month after the close of each calendar quarter. The payment 
must be accompanied by a statement on a prescribed form of the 
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aggregate withholding during the quarter In case the employer with 
holds a total of $100 or more during any month, the total withheld 
must be paid to a government depositary before the fifteenth of the next 
month although the withholdings of the last month in each quarter 
may accompany the quarterly return At the end of each year the 
employer must provide each employee with a statement on the proper 
form of the total amount of his earnings and income tax withholdings 
Copies of these statements must be sent to the Collector of Internal 
Revenue along with a final summary return of withholdings for the 
year 

Other Deductions The deductions from gross earnings discussed 
above are compulsory Neither the employer nor the employee has 
any choice m the matter In addition to these, there may he other 
deductions authorized by employees either individually or as a result 
of an agreement with the workers’ union Union dues are an example 
of the latter A partial list of reasons for other deductions from the 
gross earnings of employees includes the following 

(1) Deductions to accumulate funds to be used to purchase United States 
Savings Bonds for the employ ees 

(2) Deductions to pay the premiums on life health hospital, or accident 
insurance for the employees 

(3) Deductions authorized by the employees for some sort of supple- 
mentary retirement annuity or pension (It is not uncommon to find 
that one of the conditions of employment is the participation in such 
a program If such is the case the employer often obligates himself 
to contribute money to the plan ) 

(4) Deductions authorized to be paid to some charitable organization 
(Red Cross Community Chest Boy Scouts, etc ) 

(5) Deductions authorized to repay a loan ot advance fiom the company, 
or a loan from the company credit union 

(6) Deductions authorized to pay for purchases of the product or service 
of the company (Employees are usually allowed a discount on such 
purchases ) 

Whatever the nature of the deduction, the accounting problem is 
essentially the same I! the employer makes these deductions, hew.wsfc 
keep an accurate record of their amount and dispose of the funds as 
authorized The deductions are current liabilities of the employer from 
the time they occur until proper disposition is made 

calculation OF net To illustrate deductions from gross earnings. 
PAY illustrated consider the case of Charles Adams the 
employee earlier cited, whose gross earnings for the week were calcu 
lated to be $49 If his earmngs so far this year (including this week’s 
amount) did not exceed $3,000, they would be subject to the 1 per cent 
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social security tax. Assume that he is employed in a state that does not 
require employee contributions to its unemployment insurance pro- 
gram. Assume further that he claims two exemptions for tax purposes. 
Reference to the income tax withholding table for a weekly payroll 
period discloses that earnings of .$49, with two exemptions claimed, 
require a withholding of $3.60. The company has an agreement with 
the employees’ union to deduct weekly union dues of 25 cents. The 
employee has authorized the company to withhold $1.25 each week to 
purchase United States Savings Bonds for him. At the end of each 
15 w’eeks, they purchase a bond in his name and send it to him. He 
also has authorized a deduction of $1 from his pay each week for five 
weelcs to be given to the local Community Chest. The amount of his 
paycheck will be calculated as follows: 


Gross Earnings (as calculated) $49 . 00 

Deductions: 

Federal Old-Age Benefit Tax $ .49 

Federal Income Tax Withheld 3 60 

Union Dues 25 

Bond 1.25 

Community Chest 1.00 


Total Deductions 6.59 


Amount of Paycheck (take-home pay) $42.41 


THE PAYROLL A payroll is a list of employees showing their 

earnings for a stated period together with 
other relevant information. There are a wide variety of airangements 
and forms of payroll pages, though all show’ essentially the same in- 
formation. A short but typical weekly payroll is illustrated on pages 
294 and 295. 

There are several points that should be especially noted in this 
illustration. The heading of the page must show the exact period 
covered. The payroll illustrated covers all of the employees of a 
business for one w T eek. If it were necessary or desirable to have a 
separate payroll for each of several departments, each page would 
indicate the department to which it related. In the illustration, the 
employees are listed alphabetically. They could be listed by their 
time clock or badge numbers. Sometimes the social security number 
of the worker appears on the payroll beside his name. 

The columns headed “Daily Time’’ are self-explanatory’. This 
information w 7 ould be secured from either a time-clock record or a 
record kept by some employee whose duties included the timekeeping 
function. It is to be noted that the total hours worked are sorted 



294 


ACCOUNTING PRINCIPLES 


la 17 


pai 



NAME 

"S" ! 


DAILY TIME 


1 EARN NGS 


, , 


TH 

• ii 

‘ i 


lEGUUin 

I O BT» E 

HOURl j 

RATE 

AUT 

HOUR, 

RA E 

«-T 

dams Charles ^ 

206 1 

8 

8 

1 8 

8 

9 


40 

1 00 1 





irowc Will am 

20° 

8 

0 

1 8 

8 

8 

S 

40 

1 10 





lark Man 

201 

4 

8 

8 

8 

8 

8 

40 

1 00 1 

40 ool 




Javss Robert 

, 203 

, 8 

1 H 


0 

0 

0 


l 30 1 

29 90 1 




sher Joseph 

1 101 









100 oo| 




ohnson Peter 

10t» 

8 

i 8 

8 


8 

4 

40 

1 SO I 





lontgomerv John 

203 

9 

9 

8 

8 

8 

8 

40 

1 00 

40 00| 




m h James 

204 

1 0 ' 

0 

9 

8 

8 

8 

33 

1 30 





ueker Ralph 

20 

! 8 j 

8 

! 4 . 

8 

8 

8 

40 

1 20 





\ Ison Virginia 1 

108 

0 

0 

8 

8 

8 

4 

23 

1 50 | 

42 00! 




Totals 










498 80 



43 « 








1 


1 

1 

| 

1 



Week! 


between regular and overtime hours In this illustration all hours in 
excess of 40 a week carry the overtime (time and one half) rate It 
should be noted that there is no record of the hours worked bj Joseph 
Fisher He is paid at the rate of 5100 a week irrespective of the hours 
worked It would be reasonable to assume that he has an administra 
tive or supervisory position — perhaps manager 

The Tax Exempt Earnings column is for memorandum purposes 
onl> As soon as the earnings of the employ ee have reached $3 000 each 
year there is no further deduction for the old age benefit tax although 
income tax is still withheld The information regarding the year to- 
date earnings of each employee is usually secured from the employee $ 
earnings record which is illustrated and discussed later in the chapter 
It is obvious that the gross earnings of Joseph Fisher and Peter Johnson 
have equaled or exceeded $3 000 this year before the beginning of the 
pay week in question According)} no old age benefit tax is deducted 
The total of the F O A B Tax column is equal to 1 per cent of the 
total of the Total Earnings column less the total of the Tax Exempt 
Earnings column 

The Deductions columns are self-explanatory, with the exception 
of the Other column This column is used to show any withholdings 
for which no special column is provided In the illustration the column 
records withholdings for Community Chest donations (marked CC ) 
and a deduction of $8 60 from the pay of Peter Johnson on an account 
receivable (marked AR ) Mr Johnson owes the company money 
for goods he has purchased and has authorized payment in this manner 
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30LL 

Dcroncn 30, 1940 




DEDUCTIONS 

PAID 

ACCOUNTS charge: 


exempt 


rrocwAL 










earnings 

r.a. a.r 

income 

union 




MET i 

cwrCK 



TOTAL. 


TAX 

TAX 

DUES 

ROND 

OTHEn 

TOTAL 

AMOUNT 

NO. 

SALARIES 

SALARIES 




WITHHELD 









•19,00 


-10 1 

3 00 

25 

1 25 

CC 1 ool 

0 59 

42 41 ! 

1380 

49 00 


•1*1 .00 


*11 

2 80 

25 


CC 1 001 

•1 19 

39 51 

I3S7 

44 (XI 


•10.00 


•10 

3 10 

25 


CC 1 00| 

4 SI 

41 19 

13SS 

40 00 


29.90 


30 

2 00 

25 



3 15 

20 75 

13S9 

29 90 


100.00 

100.00 


0 00 


3 75 

CC 2 00 

15 35 

84 05 

1390 


100 00 

82,80 

82.80 


10 50 

25 

3 75 

AR S.GO 

23 10 

59 70 

1391 


82 80 

55 . 00 


55 

1 50 

25 



5 30 

40 70 

13921 

55 00 


■12 00 


.13 

2 50 

25 



3 18 

39 72 

1393 

42 90 


.15.20 


55 

•1 50 

25 



5 30 

49 00 

1394 

55 20 


-12 00 


12 

1 10 

25 



5 07 

30 93 

1305 


42 00 

110 80 

182 80 

3 04 

IS 10 

2 25 

8 75 

13 00 

70 34 

170 40 


322 00 

224 80 

' 

- - 






~ 1 






Payroll 


When a journal entry is prepared to record the payroll, the total of this 
Other column must be sorted and classified so that the proper accounts 
will be credited. (See the journal entry on page 296.) 

Total Earnings less Total Deductions equals the Net Amount Paid. 
The Check Number column is used to provide a cross-reference to the 
cash payments record. 

The last two columns of the payroll illustrated are used to sort the 
gross earnings of the employees into the amounts to be charged to the 
various salary or wage expense accounts. This process or function is 
usually termed payroll distribution. If the company has a very extensive 
account classification of labor expense, it may be necessary to use a 
separate page or payroll distribution sheet to analyze the charges from 
each payroll. On this sheet wall be a list of the employees and their 
gross earnings, followed by as many columns as there are wage and 
salary accounts. The earnings of each worker will be extended into the 
proper column. The column totals will show the amounts to be debited 
to the various accounts. Such a sheet was not needed in connection 
with the payroll illustrated since only two accounts received all of the 
charges. 

A great variety of procedures may be followed in the preparation 
of payrolls. All of the information may be entered by hand, or there 
may be special machines employed. Many large concerns use punched 
card systems. The information is punched in a type of code onto 
various small cards. These cards are put into intricate machines that 
sort and classify them. The machines may automatically print the 
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payroll Sometimes they prepare the paychecks at the same time 
There are many mechanical aids to payroll preparation It should be 
kept m mind however that all procedures and systems simple or 
intricate have the same purpose to compile and record the necessary 
information 


ENTERING THE 
PAYROLL IN 
THE ACCOUNTS 


The journal entry to record the payroll 
illustrated on the preceding pages would be 
as follows 


Oct 30 Sales Salaries 322 00 

Office Salaries 224 80 

Federal Old Age Benefit Tax Payable 3 64 

Federal Income Tax Withheld 48 10 

Union Dues Payable 2 2o 

Employees Bond Deductions 8 75 

Community Chest Donations Payable 5 00 

Accounts Rece able 8 60 

Accrued Payroll 470 46 


To record payroll for week ended 
October 30 1948 

It should be mentioned that not all accountants would make the 
general journal entry shown above The payroll itself can be treated 
as a journal and the totals of its columns except those used for memo 
randum and miscellaneous pui poses can be posted directly to the 
ledger accounts If this is done the Other Deductions column would 
ha\e to be sorted and summarized so that the proper accounts would 
be credited 

While direct posting of the payroll is often expedient it is usually 
preferable to prepare a general journal entry of the type illustrated 
Sometimes the data relating to all of the pay periods that ended during 
the month are combined to prepare one summary general journal 
entry 

The payroll sheets are usually filed in chronological order They 
are often kept m binders so as to become a payroll book — sometimes 
called the payroll register Under the social security law payroll 
records must be retained for a period of four years 


recording payment Workers are usually paid by check A coin 
pany with comparatively few employees "ill 
probably draw the checks on its regular bank account and record them 
in the check register It is desirable to have a special column in that 
journal for this purpose The entries to record the payment of the 
amounts due the employees in the case of the payroll illustrated on 
pages 294 and 295 would appear as follows 
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CHECK REGISTER 







GENERAL 

i accounts 

| ACCRUED 

PURCHASES 

FIRST 


DATE 

NAME OF PAYEE 

CHECK 

POST. 

LEDGER 

j PAYABLE 

1 PAYROLL 

DlSCOU»jT ! 

NAT U BANK 




NO 

1 REE. 

DR. 

j DR 

j DR. 


1 CR. 

!j “ 


1918 



1 




r r 


! 1 


1 


i 

Oct. ! 

30 

Charles Adams 

13S6 






-12 

41 i 



42 

41 



30 

William Brown 

13S7 






39 

51 


i 

39 

51 



30 

Mary Clark 

138S 






-11 

19 

| 


41 

19j 



30 

Robert Davis 

1389 






20 

(.1 

i 


20 

75 



30 

■Joseph Fisher 

1390 






S4 

55 



S4 

165 j 



30 

Peter .Johnson 

1391 






59 

70 



59 

,70 



30 

•John Montgomery 

1392 






49! 

70 



49 

70 


30 

■James Smith 

1393 






39, 

72 



39 

72 



30 

Ralph Tucker 

Virginia Wilson 

1391 






49 

90 



49 

90 



30 1 

1395 




i 


36' 

93 



36| 

i 

93 

[ 



Check Register Showing Payroll Checks 


payroll bank If a business has a large number of employees, 

voucher^ng ^ is likely to use a special payroll bank 

THE payroll account. Only paychecks are drawn against 

this fund. Just before the paychecks are issued, one check in the 
exact amount of the total net payroll is drawn on the general bank 
account in favor of the payroll account and is deposited in the latter 
account. This means that there will be but one entry in the check 
register for each pay period. 

This procedure relieves the executives who must sign all regular 
checks from the task of signing the paychecks. That duty will probably 
fall to the paymaster. Large organizations with many employees often 
have their paychecks signed by some mechanical means. 

If the business uses a voucher system to control its cash disburse- 
ments, a voucher must be prepared each time money is transferred 
from the general bank account to the payroll bank account. There 
would not be a separate voucher for each paycheck. 

On pages 303 to 307 an example is presented that illustrates, among 
other things, the use of the voucher system in connection with payroll 
accounting. Some of the entries shown in the example are in summary 
form. It should be noted, however, that when the voucher system is 
used, there are three steps and thus three entries required for each 
regular payroll (not including the eventual disposition of the payroll 
deductions). First the payroll is prepared and recorded. This gives 
rise to a credit to the accrued payroll account in the amount of the 
total net pay of the workers. Next a voucher for the latter amount is 
prepared and recorded in the voucher register. This transforms 
Accrued Payroll into Vouchers Payable. Finally a record of the pay- 
ment of the voucher is made in the check register. 
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When the various taxes and liabilities resulting from payroll deduc- 
tions are to be paid, individual vouchers will be prepared. These will 
be paid by checks drawn on the general bank account. 

employee’s Most businesses find it necessary to keep a 

earnings record record of the earnings, time worked, deduc- 
tions, etc., for each employee. Such records are needed: 

(1) In the preparation of returns and reports required under both the 
Federal and the state social security laws. 

(2) In the preparation of returns submitted to the Federal Treasury 
Department concerning earnings and income tax withholdings 


EMPLOl 


SL 

Johnson Peter 
16 Elm Street 


Phone Main 012J 


Married 

Number of 


n&le 

Single > 

Exempt ion* 1 

Pay 

Basis $72 00 per Day Week > Mo 

pupation 

Bookkeeper 
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(3) In the preparation of statements for each employee showing earnings 
and withholdings. 

(4) To determine when the earnings of the employee reach $3,000 each 
year. 

(5) In cases of disputes concerning earnings, withholdings, and paychecks, 
or in the event of retroactive pay adjustments. 

(6) In cases where questions arise in connection with the Wages and 
Hours Law. 

(7) To determine the rights of the employee in regard to bonuses, vacation 
pay, sick leave, and retirement or pension allowances. 

(8) For use in making various statistical studies and analyses. 

ARNINGS RECORD 


Soc. Sec. No. 524-05-4968 
Date Emplojed Jan 19, 1948 
Age 30 

Date Becomes 65 Jan. 4, 1983 


Clock No. 106 
Dept or 

Place of Office 
Work 


Equivalent Hour Rate $1 SO 




PAID 

CROSS E A 

yza 
TO D. 


FEDERAL 

INCOME 

TAX 

UNION 

DUES 

BOND 

I 

OTHER j 

total 

NET 

AMOUNT 

CHECK 

NO 

72 00 

1 

, 

72 

9 00 

25 



9 97 

62 03 

506 

72 

72 00 

72 

9 00 

25 



9 97 

62 03 

521 

144 

72 00 

.72 

9 00 

25 



9 97 

62 03 

532 

216 

72 00 

.72 

9 00 

25 



9 97 

62 03 

543 

288 

SS 20 

88 

11.40 

25 



12 53 

75 67 

559 

376 

72 00 

72 

9.00 

25 



9 97 

62 03 

571 

44S 


.72 

9 00 

25 



9 97 

62 03 

5S3 

520 


72 

9 00 

25 



9 97 

62 03 

595 

592 


77 

9 60 

25 



10 62 

66 7S 

60S 

669 

S2 SO 

83 

10 50 

25 



11 5S 

71 22 

621 

752 

752 40 j 

7 52 

94 50 

2 50 



104 52 

647. SS i 

i 




S3 

10 50 

! 

25 


. 

, 

11 58 

71 22 

635 

S3 5 

KrcM 

77 

9 60 

25 



10 62 

66 /S 1 

64S 

912 

72 00 

72 

9 00 

25 



9 97 

62 03 

660 

9S4 


72 

9 00 

25 

3 75 


13 72 

5S.2S | 

672 

1,056 

72 00 



25 

3.75 


13 00 

59 00 

"1-169 

! 3,537 

72 00 


• 9 00 

25 

3.75 


13 00 

59 00 

1481 

3 609 

72 00 



25 

3.75 


13 00 

59 00 

149S 

3,6S1 

990.00 

3 20 

123 60 

3 25 

4S 75 

S 60 

IS7 40 

S02 60 



,681 90 

30 00 

462 30 

12.25 

135 00 

S 60 

64S 15 

3,033 75 




iecord for a Year 
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The form of these records vanes but all types show essentially the 
same information A typical employee s earnings record is shown on 
pages 298 and 299 The information required is secured either from the 
payrolls or from the cards memos or records that are used to prepare 
the payrolls A feature of many of the commercial payroll systems 
which use special forms and often special purpose machines is an 
arrangement whereby information can be entered on the payroll sheets 
and on the employees earnings records simultaneously Sometimes 
the pay checks are made out in the same operation 

employers’ The payroll taxes previously discussed were 

PAYROLL taxes imposed upon the employees The employer 

was concerned with them because it was his obligation under the laws 
to withhold them from the workers pay and to remit them to the 
goiernment The taxes to be discussed in the following sections are 
borne by employers 

Federal Old Age Benefit Tax Employers also are required to con 
tribute to the old age insurance phase of the federal social security 
program Their contribution is exactly the same as that required of 
employees 1 per cent of the gross earnings paid to each employee up 
to $3 000 each y ear The types of exempt employment are the same 
The taxes must be paid at the same time that the portion withheld 
from the employees is remitted Each quarterly report or return 
co\ers the contributions of both employer and employee 

Federal Unemployment Compensation Tax Unemployment in 
surance is a major feature of the national social security program Its 
purposes are (1) to give some relief to those who become unemployed 
as a result of economic forces outside of their control and (2) to en 
courage full employment To finance the administration of the pro 
gram all employers covered by the law are subject to a federal tax of 
3 per cent on the first $3 000 paid to every affected employee during a 
•abatisR fas& i*. vwiiti 7/u ym mu ftra vuidisL far 

unemployment compensation taxes paid by the employer under state 
laws "When an employ er is subject to a tax of 2 7 per cent or more 
under state unemployment legislation the federal tax rate paid is 3 
of I per cent No part of the federal unemployment compensation 
tax is levied on the employee 

The number of employers covered by this federal law is not so 
large as under the old age and surviv ors insurance section of the social 
security program Only employ ers of eight or more persons are subject 
to the federal unemployment compensation law and tax Some types 
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of employment are not included. The exempted types are generally 
the same as those under the old-age and survivors’ insurance program. 
It should be noted that these statements apply to the federal law. The 
state laws vary as to requirements and coverage. 

Each employer subject to the federal law must file a return and 
pay the tax within a month after the end of the calendar year. 

State Unemployment Compensation Tax. The amounts raised by the 
federal tax discussed in the preceding section are given to the states 
to administer their unemployment compensation plans. Money paid 
to unemployed persons who qualify for benefits comes from the state 
tax levied upon the employers, based upon the earnings of employees. 
A very few states require employee contributions. The various state 
laws differ with respect to the types of covered employment and the 
number of workers an employer must have before the tax is applicable. 
In no case is the required number of workers greater than eight; in 
several states it is one. 

The state taxes all have the same base: the first $3,000 paid to each 
covered employee on account of his earnings in that state. The tax 
rates are not uniform among the states. In general, however, they 
range up to 2.7 per cent. In a few states the upper limit is higher. 
Most of the states have merit-rating plans under which employers who 
provide steady employment for their workers and have a low turnover 
of employees earn a rating that reduces the tax rate. The state laws 
vary with respect to the type and the number of reports or returns 
that the employers must file. In general, employers must file a tax 
return and pay their tax in the month following each calendar quarter. 
In the illustrations that follow it will be assumed that the state tax 
rate is 2.7 per cent, that no contribution is required of employees, and 
that the employers’ taxes must be remitted quarterly. 


employer’s SOCIAL it has already been noted that the employees’ 
the U accounts S * N share of the old-age insurance tax is accumu- 
' M "~' J ' 15 lated in a liability account during each 

quarter, to be reduced at the end of the quarter when the tax is re- 
mitted to the government. The record of the employer's share of the 
social security taxes should be made at the same time that the record 
is made of the payroll to which they relate. The liability of the em- 
ployer for old-age insurance tax may be recorded in the account 
Federal Old-Age Benefit Tax Payable that is already credited with 
the employees’ tax. In addition, it is necessary to have accounts with 
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Federal Unemployment Tax Payable and State Unemployment Tax 
Payable in which to record these tax liabilities 

There is a difference of opinion as to the accounts that should be 
debited for the amount of the employer s taxes Some accountants 
charge them originally to the wage and salary accounts, since the taxes 
have such a direct relation to the gross earnings Many accountants 
charge the taxes to an account entitled Social Security Taxes At the 
end of the period this account can be closed into the wage and salary 
accounts or its balance may be closed directly to the profit and loss 
summary account 

The entry to record the employer’s social security taxes on the 
$364 ($546 80 — $182 80 —$364) subject to tax on the payroll illustrated 
on pages 294 and 295 would be as follows 


Oet 30 Social Security Taxes 14 56 

Federal Old Age Benefit Tax Payable 3 64 

State Unemployment Tax Payable 9 83 

Federal Unemployment Tax Payable 1 09 


To record employer s social security taxes 
on the taxable gross earnings of employees 
for the week ended October 30 1948 

Some accountants would prefer to combine the entry above with 
the entry shown on page 296 In this way all charges and liabilities 
relating to the payroll would be recorded in one entry 

The federal old-age benefit tax (both the employer’s and the 
employees’ share) and the state unemployment compensation tax 
must be paid within a month after the close of each calendar quarter 
The federal unemployment compensation tax must be paid no later 
than January 31 of the next year Social security taxes, as well as 
income taxes withheld, relate to wages paid during a particular quarter 
or year 

It is to be expected that the various social security tax and income 
tax rates may change It is not impossible that the requirements as to 
the time of filing and the form of reports may be altered It is highly 
unlikely, however, that either the social security program or the 
federal personal income tax — including the withholding feature — 
will ever be abandoned These two things appear to be permanent 
features of the economic system 


payroll adjust- If the end of a fiscal period does not coincide 
THE OF rath of a payroll penod, it mil J* 

necessary to make an entry to record 
charges and the credits that relate to the earnings during the current 
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incomplete pay period. Not only should the accrued wages and 
salaries be taken into account, but the entry should include the em- 
ployer’s social security taxes connected with those earnings. 

For example, suppose that it is December 31, the end of the fiscal 
period. The last weekly pay period ended December 28. Investigation 
and analysis disclose that, since that date, office salaries in the amount 
of $100 and sales salaries in the amount of $200 have been earned. In 
no case has the salary of any employee yet reached $3,000. The entry 
to adjust would be as follows: 


Dec. 31 Office Salaries 100.00 

Sales Salaries 200.00 

Social Security Taxes 12.00 

Federal Old-Age Benefit Tax Payable .... 6.00 

State Unemployment Tax Payable 8 10 

Federal Unemployment Tax Payable .... .90 

Accrued Payroll . .. 297.00 


To record salary and social security tax 
accruals for the period December 29-31. 

In order not to disturb or disrupt the usual procedure that is 
followed and the customary entries that are made at the close of each 
regular pay period, a reversing entry should be made as of January 1, 
with the debits and the credits in the adjusting entry exactly reversed. 

It should be pointed out that the accounts before adjusting may 
already reflect the accrued wages and other liabilities of the last 
completed pay period. It is possible that the last regular payroll has 
been completed and recorded but not yet vouchered and paid. The 
entiy above, however, records the charges and the liabilities relating 
to the current incomplete pay period. 

ACCOUNTING FOR The example that follows is presented to 
payroll illustrated j]] us t r ate several of the features of payroll 

accounting that have been discussed in the preceding pages. 

The Acme Company began business on Monday, December 2. It 
formally closes its books on December 31. The work week consists of 
five days, and a payroll is prepared for each week. Each Tuesday the 
paychecks covering the earnings for the week ended the preceding 
Friday are distributed. The company utilizes a special payroll bank 
account and uses the voucher system. 

The company and all of its employees are covered by both Federal 
and state social security laws. The state unemployment compensation 
tax rate is 2.7 per cent. 

From Monday, December 2, to Friday, December 27, there were 
four full weekly pay periods. A summary of these payrolls is as follows: 
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Dec 6 

Week Ended Friday 
Dec. 13 Dec 20 Dec 27 

Total 

Gross Earnings of: 
Officers 

Salespeople 

Office Workers 


$ 500 
600 
200 

$ 500 
700 
200 

$ 500 
800 
200 

$ 500 
600 
200 

$2,000 

2,700 

800 

Total 


$1,300 

$1,400 

$1,500 

$1,300 

$5,500 

Deductions 

Federal Old-Age Benefit Tax 
Federal Income Tax 
Premiums on Group Insur- 
ance 

$ 13 

120 

30 

$ 14 

130 

30 

$ 15 

140 

30 

$ 13 

120 

30 

$ 55 
510 

120 

Total 


$ 163 

$ 174 

$ 185 

$ 163 

$ 685 

Net Amount of Pay Checks 

$1,137 

$1,226 

$1,315 

$1,137 

$4,815 

Date Paid 


Dec 10 

Dec 17 

Dec 24 

Dec 31 



Earnings for Monday, December 30, and Tuesday, December 31, 
were as follows officers, $200, salespeople, $210; and office workers, 
$90 

December 31 marks the end of a calendar quarter as well as the end 
of a \ ear Accordingly the proper amounts due through December 27 
because of withholdings from employees and because of payroll taxes 
on the employer must be paid The Acme Company vouchers these 
items and prepares the checks on January 2. 

The entry to record the payroll for the week ended December 6 
was as follows 


Dec 6 Officers Salaries 500 00 

Sales Salaries 600 00 

Office Salaries 200 00 

Federal Old-Age Benefit Tax Pay able 13 00 

Federal Income Tax Withheld 120 00 

Group Insurance Premiums Payable 30 00 

Accrued Payroll 1,137 00 


To record the payroll for the week 
ended Friday, December 6 

The general journal entry to record the employer’s social security 
taxes on this payroll was as follows: 

Dec 6 Social Security Taxes 52 00 

Federal Old-Age Benefit Tax Pay able 13 

State Unemployment Tax Payable 35 10 

Federal Unemployment Tax Payable 3 90 

To record employer’s social security taxes 
on the taxable gross earnings of employees 
for the week ended December 6. 
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On December 13, 20, and 27 similar entries were made to record the 
payrolls and the employer’s taxes for those weeks. 

At the end of each pay week, a voucher in the net amount of the 
week’s payroll was prepared and recorded in the voucher register. The 
payee shown on each voucher and on the check that paid it was Payroll 
Bank Account. The checks drawn to pay these vouchers were recorded 
in the check register. They were deposited in the payroll account each 
week, and the paychecks themselves were drawn against these deposits. 
The entries for all four payrolls would appear as follows in the voucher 
register and the check register: 


VOUCHER REGISTER 






j PAID 

t 

I 1 


T 

NO 

NAME 


CHECK 

DATE ) NO 

1 l 

j PAYABLE 
, CR ! 

1 : 1 

PAYROU 

DR 

9 

13 

Payroll Bank Acct 

f 

Payroll 12' 6 

12-10 113 

P M37.W 

II 

1,137 

IG 

2S 

| Pay i oil Bank Acct. 

i 

i Payroll 12 '13 

12-17 12S 

1 1.226 10 

! 1 

1,226 

23 

04 

Payroll Bank Acct. 

Payroll 12 20 

12-21 101 

1.315 Jojl 

1,315 

30 

101V 

1 Payroll Bank Acct. j 

i Payroll 12/27 

1 12-31 j 200 | 

jl U3'l 30^ 
1! 1 1. 

1,137 



Voucher Register Showing Payroll Entries 






CHECK REGISTER 



ATE 

i 

NAME OF PAYEE 

CHECK 

NO 

1 1 

VOUCHERS , 

vchr payable 

NO D R 

1 . 

1 PURCHASES 1 

1 DISCOUNT 

CR 

FIRST 
NAT L BA 
CR 

T 

10 

r 

i 

: 

i Payroll Bank Acct. 

! " 

113 

1 

13 1,137 00 

1' i 1 

1,137 

17 

Payroll Bank Acct. 

12$ 

2S 1 ,22g|oO 

1 

i 

1,226 

24 j 

1 

I Payroll Bank Acct. 

! 

164 i 

1 1 i 

G4 | 1.31500 

1 1 1 

I 

1,315 

31 

Payroll Bank Acct. 

200 

t | 

10C) 1 1,137 30 

1 j 

] ! 

i J 

1,137 



Check Register Showing Payroll Entries 
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On December 31 the accounts must be adjusted to reflect salary 
and tax accruals for the two working days since the end of the last 
complete pay week The general journal entry to accomplish this 
would be as follows Note that the entry includes the emplojers 
social security taxes 

Dec 31 Officers Salaries 
Sales Salaries 
Office Salaries 
Social Security Taxes 
Federal Old Age Benefit Tax Payable 
State Unemployment Tax Payable 
Federal Unemployment Tax Payable 
Accrued Payroll 

To record salaries and social security 
taxes accrued for December 30 and 31 

As of December 31 the salary and the social security tax expense 
accounts would be closed to the profit and loss summary account by 
the following general journal entry 

Dec 31 Profit and Loss Summary 
Officers Salaries 
Sales Salaries 
Office Salaries 
Social Secunty Taxes 

To close the salar> and social secu 
nty tax accounts 

It should be noted that in place of the foregoing entry, the social 
secunty taxes account could have been closed to the salary accounts 
in the proper proportions and these accounts in turn could ha\e been 
closed to Profit and Loss Summary 

The adjusting entry of December 31 should be reversed after the 
income and the expense accounts are closed By this means the ledger 
accounts will be left in such a condition that the next regular payroll 
can be recorded m the customary fashion without regard to the fact 
that the pay penod overlaps two fiscal periods This reversing entry 
would be as follows 

Jan 1 Federal Old Age Benefit Tax Payable 10 00 

State Unemployment Tax Payable 13 50 

Federal Unemployment Tax Payable 1 50 

Accrued Payroll 49o 00 

Officers Salaries 
Sales Salaries 
Office Salaries 
Social Secunty Taxes 

To reverse the entry that recorded salary 
and social secunty tax accruals as of 
December 31 


200 00 
210 00 
90 00 
20 00 


6 240 00 

2 200 00 
2 910 00 
890 00 
240 00 


200 00 
210 00 
90 00 
20 00 


10 00 
13 50 
1 50 
49o 00 
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Since a calendar quarter has ended, even though this company 
has not been in business that long, the federal old-age benefit tax and 
the state unemployment tax are due by the end of the month. For the 
same reason the federal income tax withheld must be remitted to the 
Collector of Internal Revenue. (If this were any but the last month 
in the quarter, the amount of income tax withheld would have to be 
paid to a government depositary within fifteen days since the withhold- 
ings were in excess of $100.) The federal unemployment tax is also due, 
since a calendar year has ended. The premiums withheld for the 
employees group insurance are assumed to be due at the end of each 
month. The company must prepare the proper returns to accompany 
the payments in each case. A voucher would be prepared to cover each 
disbursement and would be recorded in the voucher register. A record 
would be made in the check register when the checks are drawn. These 
outvies would appear as follows: 


VOUCHER REGISTER 


DATE 

VC HR 

NO 

NAME 

FOR 

PAID 

VCMRS 

PAY 

CR 

date 

CK 

NO 

an 

1 

100 

Collector of Intern il 









Ret enut 

F ed old-age tax 

1-2 

209 

no 

yg 




St ite Treasurer 

State unemployment tax 

1-2 





E 

in 

Collector oflnternal 







I 


Ret roue 

Ineometax withheld 

1-2 

211 

510 

1 


i 

112 

Collector of Internal 









Revenue 

Ted unemployment tax 

1-2 

212 

in 

50 



m 

Rest Insurance Co 

Emploxee group in«ur- 









mice 

1-2 

213 

120 

00 


GENERAL LEDGER DR 


NAME OF ACCOUNT 


Federal OIcJ-Age Benefit 
Tax Payable 

State Unemployment Tax 
Payable 


Federal Income Tax With- 
held 


Federal Unemploy rnent 
Tax Pay able 


Group Insurance Premi- 
ums Payable 


CHECK REGISTER 


DATE 

NAME OF PAYEE 

CHECK 

NO 

VCHF 

NO 

VOUCHERS 

PAYADLE 

DR 

PURCHASES 

DISCOUNT 

CR 

FIRST 

NAT L DAN 

CR 

m. 2 

Collector of Internal Re\ emie 

209 

109 

110 

00 



1101 

2 

State Treasurer 

210 

no 

IIS 

50 



i is; 

2 

Collector of Internal Revenue 

211 

m 

510 

00 



510 ( 

2 

Collector of Internal Revenue 

212 

112 

IG 

50 



10; 

2 

Best Insurance Co. 

213 

113 

120 

00 



120 


Voucher and Check Registers Showing Entries for Liabilities 
Arising from Payrolls 
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It should be noted that the several remittances for taxes represent 
the amount of taxes applicable to the salaries actually paid during the 
period just ended The various taxes applicable to the salaries accrued 
on December 31 will be included in the payments that will be made at 
the time the next regular returns are filed 

simplified payroll In the preceding illustration it was assumed 
employees F ° R FEW that the nature and the size of the business 
made the use of a voucher system expedient 
It was also assumed that the number of employees was large enough to 
warrant the preparation of formal payrolls and the use of a special 
payroll bank account Many small businesses do not need such elabo 
rate records and procedures 

For example assume the following A business has but three 
employees who are paid on a monthly basis on the last day of each 
month They are paid by regular business checks drawn on the regular 
bank account and their gross earning are all charged to the one account 
Salaries The voucher system is not used 

In such a situation it is not likely that a formal payroll would be 
prepared At the end of each month reference to previous records or 
informal notations will provide the information for the calculation of 
the gross eamings of each person Similar sources will provide all 
necessary data for the determination of the amount of income tax to 
be withheld in each case It is almost a certainty that some form of 
eamings record will be kept for each employee as even the smallest 
businesses need this record to provide the information necessary for 
the preparation of the various tax returns and statements Reference 
to this record will disclose whether each employ ee has yet reached the 
$3 000 limit Other notations will provide information about any 
other deductions 

From such information a check is prepared for each person on the 
last day of the month Regular check forms are used The pay period 
the gross eamings and the deductions can be noted on the checks 
themselves or on a small slip of paper to be clipped to the check Each 
check is recorded individually as shown in the cash payments journal 
on page 309 The gross amount of the salaries is shown in the Salaries 
Dr column the income tax and old age benefit withholdings are 
shown in the credit columns provided for this purpose and the net 
amount of each check is shown in the First National Bank Cr 
column 
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CASH PAYMENTS 

DATE 

PAY EC 

FOR 

CHECK 



" 


. 

NO 


May 

11 

D. INI. Evans 

Salary — May 

517 


31 

Ruth Gordon 

Salary — May 

518 



31 

,f. L. Roberts 

Salary — May 

J10 



| JOURNAL 



FEDERAL 1 





1 






j INCOME 1 

FOM) 


PURCHASES 

1 FIRST 


1 


SALARIES 

TAX 


TAX 


' DISCOUNT 

j NAT L 


i 


DR 


V/ JTH- 


PAYABLE 

CR 


1 DANK 


1 




HELD 


CR 




, CR 


1 




CP 

i 





1 


1 


350 

DO 

3j 

,0 

3 

50 



j 111 

r 0 

1 


220 

00 

21 

no 

o 

20 



ID 2 

90 

1 


300 

o 

o 

2S 

20 

3 

00 



j *8 

SO 

I 


A general journal entry is needed to record the liability for the 
employer’s share of the federal old-age benefit tax. In the present 
illustration there would be no federal unemployment insurance tax 
since there are less than eight employees. In some states, the employers 
of less than eight persons are subject to a state unemployment insur- 
ance tax. It is assumed that such is not the case in the present illustra- 
tion. Accordingly the entry needed is as follows: 

May 31 Social Security Tax . . 8 70 

Federal Old-Age Benefit Tax Payable 8.70 

To record employer’s social security tax on 
the taxable gross earnings of employees for 
the month of May. 

Inasmuch as the salaries were paid on a monthly basis on the last 
day of the month, there is no salary accrual to record. When tax 
returns are prepared and checks are drawn in payment of the various 
taxes, the record of payment would be made in the cash payments 
journal as debits to the tax liability accounts. 

This simplified procedure can be used in many situations that may 
be a little move complicated than the one illustrated. For example, 
weekly payrolls can be similarly handled, though this will give rise to 
end-of-the-month general journal entries to record salaries and tax 
accruals. Such entries would be reversed as of the first of the next 
month. Sometimes formal payrolls are prepared, but only for the 
purpose of facilitating the preparation of the paychecks themselves. 
The first journal record is made in the cash payments journal as 
illustrated. 


QUESTIONS 

1. Peter Smith, who tends a blast furnace at a steel mill, is called a 
"wage earner." Oliver Jones, who works as an accountant for the same 
company, is called a “salaried employee." Apart from the fact that the 
nature of the work they perform is very different, why are the two men 
referred to in these different ways? 
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2 The X Company pay s tune-and-one-half rates for all hours worked m 
excess of 40 per week Work on Sunday is paid “double time,” but such 
hours are not counted m figuring ordinary overtime One employee, whose 
regular rate is $1 50 an hour, worked 4 hours on Sunday, 8 hours each day 
Monday through Thursday, 9 hours on Friday, and 5 hours on Saturday 
Calculate his gross earnings for the week. 

3 Suppose that an employee authorized the withholding from his pay 
of any amounts due for goods purchased from the company In recording 
the payroll, what account would be credited for such deductions 7 

4 What are the general features and tax rates of the unemployment 
insurance system of your state 7 Are employees required to contribute 7 

5 Are the employers social security taxes always 4% of the gross 
earnings of each employee 7 Explain 

6 If the payroll illustrated on pages 294 and 295 was to be treated as a 
special journal, which of the money column totals would not be posted 1 
Why 7 

7 (a) What are the advantages of using a special payroll bank account 7 
(b) Is such a procedure facilitated by also employing the voucher system 7 
Why 7 

8 Explain how it is possible to have a credit balance in the accrued 
payroll account at the end of the period before any adjustments have been 
recorded 

9 Why should the entry that is made at the end of the fiscal period to 
adjust for earnings dunng the current incomplete pay period be reversed 
at the start of the new fiscal period 7 

10 Randolph Adams works for a company that closes its books and 
prepares complete statements at the end of each month To and including 
August 29, the end of the last full pay period, he has earned $2,990 On 
August 30 and 31 he earned $30 Assuming full social security tax cover- 
age, what entry would the company make to record the wage and the 
so&a) secavty tar accrual mih respect to A dams? 


PROBLEMS 

1. The Superior Company has eight employees in its plant They are 
paid on an hourly basis and receive time-and-a-half pay for all hours 
worked in excess of 40 a week The record of time worked for the week 
ending Saturday, October 16, is shown below, together with other relevant 
information; 



Ch. 171 


ACCOUNTING FOR PAYROLLS 


311 


Employee 

Plant 

Dept. 

M 

Hours Worked 
T W Th F 

S 

Straight 
Time per 
Hour 

Bond 

Deduction 

Paid by 
Check 

A 

2 

8 

8 

8 

8 

8 

4 

$1.20 

$ 

618 

B 

2 

0 

0 

0 

8 

8 

4 

1.20 


619 

C 

1 

8 

8 

8 

8 

8 

1 

1.50 

1.25 

620 

D 

2 

8 

8 

8 

8 

8 

4 

1.20 

1.25 

621 

E 

1 

8 

8 

8 

0 

0 

0 

1.50 


622 

F 

2 

8 

8 

0 

8 

8 

4 

1 20 


623 

G 

1 

8 

8 

8 

8 

8 

0 

1 50 

3 . 75 

624 

H 

1 

8 

0 

8 

8 

8 

0 

1 50 


625 


Assume a federal income tax withholding of 10% for each employee. 
Union dues of 50 cents were deducted for each employee. 

C had been paid $2,980 (gross before deductions) during the year up 
to and including the paycheck for the week previous. G had received 
$3,100 prior to the present week. 

The state unemployment tax rate is 2.7%. 

Instructions: (1) Prepare a payroll similar to that illustrated on pages 294 
and 295. Distribute the charges between Departments 1 and 2. 

(2) Prepare a general journal entry to record the payroll for the week. 
Include the employer’s social security taxes in the entry. 

(3) The company uses a voucher system. Give the entries in general 
journal form to record the vouchering and the payment of the payroll. 

2. The Value Sales Company began business on January 2. All employees 
are paid once a month. They receive their paychecks on the fourth day 
of each month for their services during the preceding month. A summary 
of the payrolls for the first six months is as follows: 



Administrative 

Salaries 

Sales 

Salaries 

AND 

Commissions 

F.O.A.B. 

Tax 

Withheld 

Federal 

Income 

Tax 

Withheld 

Net 

Amount 

Paid 

January 

$500 

$300 

$ 8 

$ 75 

$ 717 

February 

500 

600 

11 

95 

994 

March 

500 

500 

10 

90 

900 

April 

500 

600 

11 

95 

994 

May 

500 

600 

11 

95 

994 

June 

500 

700 

12 

100 

1,08S 


The payroll vouchers were prepared and the employees were paid on 
the fourth day of each month. On April 20, payments of the proper 
amounts due in each case were made to the various governmental agencies. 
The company and all the employees are subject to all the social security 
taxes. The state unemployment compensation tax rate is 2.7%. The 
company uses the voucher system. 
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Instructions (1) Prepare the entries in general journal form to record 
in order 

(a) The payrolls including the employers social security taxes. 
Make only quarterly summanzing entries as of March 31 2 nd 
June 30 

(b) The wage payments during the first eix months Make oalj 
quarterly summarizing entries as of March 31 and June 30 

(c) The pav ments in Apnl of the \ anous taxes 

(2) Open T accounts for the following Accrued Payroll Federal 
Old Age Benefit Tax Payable State Unemployment Tax Payable Federal 
Unemployment Tax Pay able and Federal Income Tax Withheld. Post to 
these accounts 

(3) Briefly explain w hat the credit balance 08 of J une 30 m each T account 
represents When will each of these liabilities next be reduced and by what 
amount 7 

(4) If the company were to close its books at the end of each month or 
each quarter would any adjusting entries be needed with regard to salaries’ 
Explain 

3 The Melrose 'Wholesale Company employs eight people Four receive 
straight weekly salaries and four are employed on an hourly basis with 
time-and a half pav for any hours in excess of 40 a week The following 
table shows the name and the number of the employ ees the classification 
of salaries the hours worked the rate of pay, and the income tax with 
holding for the week ended Apnl 20 


MO 

Name 

SALAPY 

Classifi 

CATION 

Total 

Hours 

Regular 

Hourly 

Rate 

Weekly 

Rate 

Income 

Tax 

With 

holding 

1 

Paul Miller 

Officer 



$100 

$12 00 

2 

Jack Ferguson 

Officer 



90 

10 00 

3 

Charles Ivey 

Sales 



80 

8 40 

4 

Laurence Adair 

Sales 



70 

6 80 

5 

June Beatty 

Office 

40 

$1 00 


5 20 

6 

Rose Kelly 

Office 

48 

1 00 


" 10 

7 

Roland Rivers 

Warehouse 

44 

1 20 


" 90 

8 

David Jones 

Warehouse 

44 

1 00 


6 50 


The employer was required to deduct a 1 % federal old age benefit 
tax in addition to income tax withholdings The employer was subject t» 
all three of the social secunty taxes (totaling 4%) 

Instructions (1 ) Prepare a payroll similar in form to the one on pages 291 
and 295 and record the above information (Decide in advance exactly what 
columns you will need ) Checks numbered 1021 1028 were issued 

(2) Make a journal entry to record the payroll and the employ er s payroll 
taxes 

(3) Record the payroll cheeks in a check register like the one on page*^ 
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taxes and Accounting and taxes are related in two 

^C^OUNIING respects: (1) Any taxes connected with the 

property and the operations of a business must be properly recorded 
in the accounts and reported in the financial statements. (2) The 
amount of the liability for many taxes is determined from information 
supplied by the accounting records. Outstanding examples of this 
type are income taxes, payroll taxes, and sales taxes. 


Nature OF taxes A tax is a required contribution to the sup- 
port of a government or a governmental 
agency. Most taxes are levied in accordance with what is termed the 
“ability to pay” principle. There usually is no relationship between 
the amount a taxpayer must contribute and the benefits he receives. 

As the scope of governmental activities has expanded, the need 
for revenue has grown. The result is that there are taxes imposed at 
almost every step in the economic activity of the nation. There are 
taxes imposed upon the ownership of property and other taxes con- 
nected with its purchase and sale or exchange. There are taxes on the 
processing and manufacture of certain products. The income of 
individuals, estates, trusts, and corporations is taxed. The transfer 
of property by gift and at death is taxed. 

The particular taxes with which each business undertaking is 
concerned depend, in part, upon the location of the business, the 
form of its organization, the nature of its operations, and the types 
of property it uses. There are four types of taxes, however, that 
affect almost every business. These are (1) income taxes, (2) property 
taxes, (3) sales taxes, and (4) payroll taxes. Payroll taxes were dis- 
cussed in the preceding chapter. Income, property, and sales taxes 
will be treated in this chapter. Since the subject of corporations is 
not introduced until Chapter XXI, the discussion of income taxes 
is here limited to a survey of the principal features of the federal tax 
on the income of individuals. 


federal TAX ON The Sixteenth Amendment to the Federal 
™DmDUALS° F Constitution (ratified in 1913) gave Congress 

the power to tax incomes. Since that time, 
a succession of laws has been passed imposing taxes on the incomes 
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of individuals, estates, trusts, and corporations. The tax on the in- 
come of individuals is the largest single source of revenue for the 
federal government Each year some fifty million persons must file 
income tax returns. Most of them have to pay some tax. Collectively, 
they contribute billions of dollars to the federal treasury. 


GROSS income An income tax return must be filed by ever} 

person whose gross income for the taxable 
year is in excess of the minimum amount stated in the law. AH in- 
come must be reported, with the exception of certain types that the 
law specifically exempts. Following is a table showing the principal 
items that must be reported as well as those that may be omitted 


Examples of Income That 
Must Be Reported 
Wages, salaries, bonuses, and com- 
missions 

Tips and gratuities for services ren- 
dered 

Dividends and interest 
Industrial, civil service, and other 
pensions, and endowments (an- 
nuities may be partially exempt) 
Rents and royalties 
Profits from a business or a pro- 
fession 

Profit from the sale of real estate, 
securities, and other property 
The taxpayer’s share of partnership 
profits 

The taxpayer's share of estate or 
trust income 
Contest prizes 
Gambling winnings 


Examples of Income That 
Need Not Be Reported 
Pensions and disability compensation 
to war veterans and their families 
Federal and state social secunty 
benefits 

Gifts, inheritances, and bequests 
Workmens’ compensation, insurance 
damages, etc., for bodily injury or 
sickness 

Life insurance proceeds paid upon 
death 

Interest on state and municipal bonds 
and on certain federal bonds issued 
before March 1, 1941 


business INCOME It is important to note that the income of a 
business, as such, is not taxed unless the 
business is organized as a corporation. In that case, the income is 
subject to the corporation income tax. 

An unincorporated business is considered as a separate entity for 
accounting purposes, but the business and its owner are not separate 
under the income tax law. The profit or the loss of a sole proprietorship 
is reported m the personal income tax return of the proprietor. Business 
partnerships must file special income tax returns, but they pay n° 
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income tax; instead, each partner must report his share of the profit 
or the loss of the firm in his personal income tax return. It makes no 
difference whether a proprietor or a partner has withdrawn all, part, 
or none of the profit. He must report his distributive share of the income 
of the business; the amount actually distributed is of no consequence. 

The individual income tax return forms provided by the govern- 
ment have spaces in which the taxpaj^er can show the income and the 
expenses of his business and his share of any partnership profits or 
losses. 


deductions FROM The amount of the tax each individual must 
gross income pay (-} e p en( } s U p 0n the amount of his gross in- 

come, the deductions he may take, the number of exemptions to which 
he is entitled, and the tax rates currently in force. The deductions 
allowed by the law are of two types : (1) deductions to determine 
what is called adjusted gross income and (2) personal deductions. The 
category in which the deduction is allowed makes a difference, because 
it is permissible to use a so-called optional standard deduction instead 
of taking the personal deductions. This sometimes serves to reduce the 
tax. 


The first class of deductions includes ordinary and necessary ex- 
penses directly connected with the taxpayer’s business or profession. 
Cost of sales, salaries and wages, employer’s social security taxes, 
property taxes, depreciation, utilities, insurance, advertising, and 
interest on business indebtedness are examples of tins type of deduc- 
tion. Costs and expenses of this type are itemized and deducted in 
arriving at the amount of net profit or loss from the taxpayer’s busi- 
ness or profession. Certain other expenses incurred in connection with 
income-producing activities of the taxpayer are also included in this 
group. 

A taxpayer may have some expenses that are only partially de- 
ductible as business expenses. For example, a sales agent may use his 
car two thirds of the time for business purposes. That portion of all 
his car expenses — gas, oil, grease, repairs, taxes, insurance, deprecia- 
tion, etc. — is a legitimate deduction in computing adjusted gross 
income. Employees may deduct travel expenses incurred while away 
from home in connection with their work; but they must include any 
reimbursement of these expenses in their gross income. Gross income 
less this first class of deductions equals adjusted gross income. 

The most important items in the second class of deductions are 
as follows: 
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Contributions to religious, charitable, educational, scientific, or literary 
organizations if they are not organized for profit or for the purpose 
of influencing legislation The deduction is limited to 15 per cent of 
adjusted gross income 
Interest 
Property taxes 
State income taxes 
State or local retail sales taxes 
Auto license fees 
Poll taxes 

State gasoline taxes in most states The federal excise taxes on lux- 
uries, the employee’s federal old-age benefit tax, and federal income 
taxes are the principal types of taxes that may not be deducted 
Nonbusiness losses (not covered by insurance) arising from fire, storm, 
shipwreck, or other casualty or from theft 
Medical, dental, and hospital expenses in excess of 5 per cent of ad- 
justed gross income 

If the total of these deductions is not so large as the optional 
standard deduction, the taxpayer may use the latter. It amounts to 
10 per cent of adjusted gross income or $1,000, whichever is the smaller. 

Adjusted gross income less personal deductions (or the optional 
standard deduction) equals net income 

exemptions As one means of adjusting the burden of 

taxation to the economic responsibilities of 
the taxpayers, the law allows certain exemption credits. In recent 
years the value of each exemption has been $600, though it is not 
unlikely that this amount may be changed Each taxpayer may 
have one exemption for himself He may have another exemption 
for his spouse if she has no income and is not the dependent of another. 
If husband and wife file a joint return (a return covering the income 
of both), they may take two exemptions A taxpayer may take one 
exemption for each dependent A dependent is a person (1) related 
to the taxpayer (generally not distant relatives), (2) having gross 
income of less that $500, and (3) receiving over one half his support 
during the year from the taxpayer 

Beginning with 1948, a taxpayer and his spouse may each claim 
an extra exemption for blindness, and another if he or she is over 65 
years of age Thus, if both a taxpayer and his wife are over 65 and 
both are blind, they may take a total of six exemptions. The extra 
exemptions for blindness and old age do not apply to dependents 
The amount of income to which the tax rates apply is net income 
less the sum of the exemption credits. 

Gross income, deductions, and exemptions may be summarized as 
follows: 
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Gross income — business deduc- 
tions = adjusted gross income 

Adjusted gross income — personal 
deductions (or an optional stand- 
ard deduction) = net income 

Net income — exemption credits = amount to which tax rates 

are applied 

For the convenience of taxpayers who have adjusted gross incomes 
of less than $5,000 and who do not want to itemize their personal 
deductions, the government has prepared tax tables that provide for 
optional standard deductions. The table shows the tax for any amount 
of adjusted gross income (up to $5,000) for any number of exemptions. 

accrual and For tax purposes, income may be calculated 

CASH basis on e jth er the accrual basis or the cash basis 

except where inventories are involved. In that case an accrual basis 
is mandatory as to inventories; that is, beginning and ending in- 
ventories must be taken into consideration in computing cost of 
goods sold. When the accrual method or basis is used, income is 
included in the period in which it is earned and expenses are deducted 
in the period in which they are incurred. Entirely apart from tax- 
considerations, this method is considered to be the proper way of 
calculating the periodic income of most business enterprises. 

When the cash basis is used, income is recognized in the period 
in which it is received and expenses are taken in the period in which 
they are paid. On this basis the receipt of income may be either actual 
or constructive. Constructive receipt means that the income was 
available to the taxpayer though not yet collected. Interest credited 
to the taxpayer’s savings account is an example. A taxpayer using 
the cash basis cannot deduct the entire cost of long-lived assets in 
the year of purchase but may, instead, take a deduction for deprecia- 
tion each year. 

The cash basis is used by most individuals. When a taxpayer’s 
entire income is from such things as wages, salaries, dividends, and 
interest, this basis is simpler and is generally satisfactory. A tax- 
payer may not shift from one basis to the other without official per- 
mission. 


CAPITAL GAINS 
AND LOSSES 


In nearly every case a taxpayer must include 
in his taxable income all gains he has realized 
upon the sale (and, often, the exchange) of any of his property. It 
does not matter whether the property has been used in his trade or 
business or for some other purpose. A gain on the sale of the tax- 
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papers personal residence or car must be included Losses from the 
sale of business property or property that was used in connection with 
some profit-seeking venture are usually deductible Losses from the 
sales and the exchange of other property are not generally recognized 

The amount of the gams or the losses from the sale of what are 
legally defined as capital assets are subsect to special treatment The 
law states that a capital asset is any property owned by a taxpayer 
except 

(1) The property that constitutes the stock in trade of the taxpayer 

(2) Depreciable property used in the taxpayer s trade or business 

(3) Land and other real propertj used in the taxpayer s trade or business 

(4) Non interest bearing government obligations issued on a discount 
basis and maturing within one year 

Shares of stock, bonds, and land in the possession of most tax 
payers are important examples of capital assets Gains and losses 
from their sale are classified as between long term and short term 
capital gains and losses The distinction rests on the length of time 
the assets were owned For several years the dividing line has been 
six months It is not impossible that this may be changed Until 
that occurs a short-term capital gam or loss is considered to arise 
from the sale of capital assets held for not more than six months A 
holding period in excess of six months gives nse to a long-term capital 
gam or loss 

Only 50 per cent of long-term capital gains and losses are taken 
mto account for tax purposes but 100 per cent of short-term capita! 
gams and losses are recognized There is a limit upon the amount of 
an> net capital loss that may be deducted each year Any such losses 
in excess of the limit may be earned forward and possibly absorbed 
m the next five years While a taxpayer’s personal residence falls 
within the definition of a capital asset, it is only so treated in the 
event of a gain upon its sale or exchange, there is no deduction per 
nutted m the event of a loss 

The maximum tax on long term capital gains is 50 per cent of 
the gain recognized, in other words, 25 per cent of the entire capital 
gam Whenev er the combined normal tax and surtax on any portion 
of the taxpayer's income is in excess of 50 per cent he should take 
advantage of this provision in computing the tax on any long term 
capital gain 

income tax rates The taxable net income of each individual 
is subject to both a normal tax and a surtax 
At one time these rates appbed to different bases m almost every 
case Certain types of income were subject to the surtax only. This 
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is still true, but to a very limited extent. At the present time all of 
the net income of most taxpayers is subject to both taxes. For that 
reason the government provides combined normal tax and surtax 
rate schedules to meet the needs of the majority of taxpayers. 

A major characteristic of the income tax rates is their progressive 
nature. The rates are established on a bracketed basis; successive 
segments of income are subject to increasing percentages of tax. 
Following is a short table of hypothetical rates, presented in a form 
that illustrates the progressive feature: 

First $2,000 of taxable income subject to a rate of 17%. 

Next $2,000 of taxable income subject to a rate of 19%. 

Next $2,000 of taxable income subject to a rate of 23%. 

Next $2,000 of taxable income subject to a rate of 27%. 

Next $2,000 of taxable income subject to a rate of 32%. 

Etc. 

At these assumed rates, the tax on an income of $3,000 (net after 
all deductions and exemption credits) would be as follows: 

$2,000 at 17% = $340 

$1,000 at 19% = 190 

Total $530 


The schedule of rates is frequently changed by Congress, but the 
progressive characteristic is a permanent feature of the income tax 
system. The progressive feature, similar to the exemption provisions, 
is a practical application of the "ability to pay” principle. 

Beginning with 1948, husbands and wives who file joint returns 
(including all of the income, deductions, and exemptions of both) 
can calculate their tax as twice the amount of the tax on one half of 
their combined net income. This may result in a considerable tax 
saving. It should be apparent that the tax on a $10,000 income is 
considerably more than the sum of the taxes on two incomes of $5,000 
each. This provision was enacted to give all married taxpayers the 
same tax advantage as that previously enjoyed by married residents 
of the few states that have community property laws. 

TAX RETURNS; Every individual who has a gross income in 

payment excess of the minimum stated in the law 

must file a tax return. This is true even though he may not have to 
pay any tax. The first time a taxpayer who keeps records files a return, 
he may choose any twelve-month period ending on the last day of a 
month for his fiscal year. Most individual taxpayers choose the calen- 
dar year. The period chosen cannot be changed without permission 
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from the government A taxpayer who keeps no records must file on a 
calendar year basis The return must be filed within two and one- 
half months after the end of the taxpayer’s fiscal year Any balance 
due must be paid at that time A taxpayer whose income has been 
subject to tax withholding or who has been making payments on his 
estimated tax may find he has no more to pay, but he must file a 
final return He may discover that his tax has been overpaid In 
that case, he may either ask for a refund or instruct the government 
to apply the credit against his tax liability for the next year 

In 1943 the tax law was changed to put individual taxpayers on 
a "pay-as-you-go” basis The manner in which employ ers must with 
hold the tax from wages paid to their employees was discussed m 
Chapter XVII Any taxpayer whose income is not subject to with 
holding, or only partially so or a person whose income is fairly large 
(even if it is subject to withholding) must file a Declaration o/ Esfi 
mated Tax during the year and must make payments on his anticipated 
tax liability The law sets forth the conditions that make this nee 
essary There is provision for installment payments m most cases 
Owners of businesses, professional people, taxpayers with salanes 
over certain minimum amounts, and persons with investment incomes 
must follow this procedure They must, of course, file a final return 
at the proper time and paj any balance due or indicate the disposition 
of any overpayment 


individual income To illustrate the determination of the income 
ILLUSTRATED^ tex of an indlvldual taxpayer, the following 

facts are assumed 

W W Reed owns and operates a drugstore He also owns an 
apartment house in a nearby town He is married and has three 
children Neither Mrs Reed nor the children have any income 
Mr and Mrs Reed are under 65 years of age and neither is blind 
Mr Reed’s income for the year was as follows 


Net profit from business owned $20 000 

(Sales were $110,000 cost of sales, $64,000 and other ex- 
penses of the business, including Belling expenses, adminis- 
trative expenses, depreciation of building, furniture, and 
delivery equipment, interest on notes payable, taxes on 
business property, and payroll taxes, were $26,000 ) 

Net income from apartment house 2,000 

(Rents totaled $4,000 Taxes, insurance, repairs and ex- 
penses of tnps to look after the property were $1,100 The 
original cost of the building was $30 000, and the estimated 
depreciation was $900 ) 
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Interest on bank deposits $ 400 

Dividends received 500 

Profit on sale of land 4,000 

(Land was sold for $16,000; it had been purchased several 
years before for $12,000.) 

Insurance proceeds received 10,000 

(Policy was on life of taxpayer’s mother who died during 
the year.) 

His personal expenses during the year were as follows: 

Interest payments on personal loans $ 700 

Property taxes on residence 200 


Federal income taxes paid during year on Declaration of 

Estimated Tax filed early in year. 4,000 

State income taxes paid 100 

Contributions to church, Community Chest, Red Cross, Boy 
Scouts of America 700 

Fire loss at home 500 

(Damage amounted to $3,000; insurance company paid 
$2,500.) 

Family medical expenses 400 

Other personal and family expenses 12,000 


Mr. Reed will report the following income, deductions, and credits: 


Income 

Gross income less deductions for adjusted gross income: 

Net profit from business $20,000 

Net income from apartment house 2,000 

Interest on bank deposits 400 

Dividends received . 500 

Profit from sale of land (50% of capital gain of $4,000) 2,000 


Adjusted gross income 


$24,900 


Personal Deductions 

Interest on personal loans $700 

Property taxes on residence 200 

State income taxes paid . 100 

Contributions 700 

Fire loss 500 


Total 


2,200 


Net income $22,700 

Less: 5 exemptions at $600 each 3,000 

Net income subject to tax rates $19,700 
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Using the hypothetical rates shown on page 319, the tax liability 
would be calculated as follows 


Net income subject to tax (as above) 

$19 700 

One half of this amount 

$ 9 8oQ 

Tax on $9 8o0 


$2 000 at 17% 

$340 

2 000 at 19% 

380 

2 000 at 23% 

460 

2 000 at 27% 

540 

1 850 at 32% 

592 $ 2 312 


Total tax (2 x $2 312) $ 4 624 

Tax payments dunng year based on Declaration of Estimated 
Tax 4 000 


Balance due (to accompany final joint return) $ 624 

Several points should be noted in this illustration The first is 
that the items of income are shown net of the deductions for adjusted 
gross income On the tax return both the gross income and the deduc 
tions would appear in the proper schedules Since the sale of the land 
resulted in a long term capital gain only 50 per cent of the profit 
is taken into account In order to be certain that be was not paying 
more than necessary Mr Reed would calculate his tax by the so 
called alternative method wherein the liability is calculated on the 
net income minus any net long term capital gain To the amount 
of this partial tax 50 per cent of the recognized net long term gain is 
added (50 per cent of $2 000 in this case ) Calculated in this manner 
Mr Reed s tax w ould be $4 984 Since the regular computation gives 
the lower tax it is the one that is used 

The insurance proceeds from the policy on Mr Reed s deceased 
mother are not income Since the contnbutions were not in excess 
of 15 per cent of the adjusted gross income they are fully deductible 
Only medical and dental expenses m excess of 5 per cent of adjusted 
gross income may be deducted This limit was not reached m this 
case Personal and family expenses are not deductible Since the 
optional standard deduction cannot exceed $1 000 Mr Reed reduces 
his tax by itemizing his personal deductions 

The Reeds have a much smaller tax as a result of filing a joint 
return than they would if they filed separate returns It should be 
noted that the amount of the tax is exactly twice the tax on one half 
of the net income subject to the tax rates 
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records™* MoSt individuals do not find it necessary 

u to keep formal journals and ledgers relating 

to their personal financial affairs. It is apparent, however, that each 
taxpayer should keep records that are sufficient to enable him to 
prepare his tax returns. It is wise to keep a copy of all returns sub- 
mitted. A record of all tax withholdings and payments should be 
retained. The burden of proof as to the accuracy of income tax calcula- 
tions and the payments that have been made is upon the taxpayer. 

Since the income of unincorporated businesses, as such, is not 
taxed, it is not usual to find any account for income tax expense in 
their ledgers. It is reasonable to consider that at least part of the 
tax should be charged to the operations of the business if its profit is 
a cause of some or all of the tax the owner must pay. It is very dif- 
ficult, however, to apportion income taxes because of the progressive 
nature of such taxes and the fact that their calculation involves the 
various personal factors that have been discussed. If the owner should 
pay his tax by checks drawn on the business bank account, the trans- 
actions are recorded simply as personal withdrawals by the proprietor. 


NATURE OF 
PROPERTY TAXES 


Property taxes are a principal source of 
revenue for local governmental units. Coun- 


ties, cities, and school districts, for example, secure most, and in 


some cases all, of their funds by imposing taxes upon the owners of 


property. Some state governments tax property. 


Types oj Property. In law, all property is either real property or 
personal property. Real properly, also called realty or real, estate, in- 
cludes land and anything permanently attached to the land. Build- 
ings, trees, fences, sewers, sidewalks, and other improvements to 
land come within the definition of real property. Personal properly, also 
termed personalty, includes everything else capable of being owned. 


Assessed Value. Property taxes are based upon the assessed value 
of the property, which is determined by the tax assessor. The assessed 
value is generally much less than the fair market value of the property. 
The assessor will usually decide upon the assessed value of real es- 
tate without reference to any accounting records that the owner 
may have. Personal property may also be appraised by an assessor, 
or the property owner may declare his property and state its value. 
In the latter case, the accounting records of the owner may be helpful. 


Tax Rates. A governmental unit determines its tax rate each year 
by dividing the total amount of money to be raised from the tax 
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by the assessed -value of all of the property within its jurisdiction 
For example if the assessed value of all of the property in a count} is 
$100 000 000 and the total tax levy that } ear is to be $2 000 000 the 
countv tax rate for the } ear will be 20 mills (2 cents) per $1 of assessed 
value $2 000 000 - $100 000 000) A person w hose property is assessed 
at $30 000 will have to pa} a tax of $600 ( 02 x $30 000) In some 
cases the tax rate for real property is established separately from the 
rate for personal property If this is done the latter is usually lower 
Collection of Taxes Most government units have a fiscal \ear 
beginning July 1 The assessment date is often m the spring Real 
estate and personal property taxes maj be billed separatel} though 
a taxpayer having both types of propertv usually receives one state- 
ment covering both levies Very frequently the law provides that 
the tax on real propert} can be paid in two equal installments possiblj 
d 0 per cent on or before December 1 and the balance on or before 
April 1 of the next >ear Usually the personal property tax must all 
be paid on or before the earlier date If the taxes are not paid on time 
the> become delinquent In this case a penalty charge is added to the 
amount of the tax If the taxes and penalties are not paid within a 
specified number of }ears the property may be seized by the govern 
ment and sold for taxes Property taxes become a hen against the 
propert} usually from the date of assessment until they are paid A 
purchaser of property on which the taxes have not been paid acquires 
it subject to the hen or prior claim of the tax collector 

In many cases property is subject to property taxes levied by 
more than one jurisdiction For example all the property located in 
a certain school district may also be within the boundaries of a town 
or city and the latter in turn within a count} In such a case it 
would not be unusual to find that the county bills and collects the 
taxes for all of the jurisdictions The money collected is distributed 
among the units in the proper proportion This procedure avoids a 
duplication of effort and expense and is more convenient for the tax 
payers 

accounting FOR Taxes on the assets used m a business are 

property taxes considered to be a business expense if the 

propert} actuall} belongs to the business itself as in the case of corpo 
rations or if it legally belongs to the owner of the business This 
treatment is possible because the tax on business property is not 
affected by the kmd and the amount of any other property owned by 
the taxpayer 
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Property tax expense does not accrue or accumulate in the same 
sense as depreciation, interest, or expiring insurance. The tax relates 
to the ownership of property at a specific moment, not because of 
ownership or use over a period of time. Because the tax expense 
recurs each year, however, it is usually associated with the operations 
of the year. In most cases the expense is recognized in the year in 
which the tax statement is received. If the accounts are kept on an 
annual basis, the receipt of the tax statement gives rise to the follow- 
ing journal entry: 

Property Taxes xxx 

Property Taxes Payable ... xxx 

To record the expense and liability for property taxes 
for the year 19--. 

When payment of the tax is made, Property Taxes Payable is 
debited. 

If the accounts are kept on a monthly basis, it is necessary to 
charge each month with one twelfth of the actual or estimated amount 
of the taxes. In the early months of the year, before the tax state- 
ment is received, it may be necessary to estimate the amount of tax 
to be charged. For example, assume that the Thompson Sales Com- 
pany keeps its records on a monthly basis. It will not receive its tax 
statement until sometime in March. Based on the tax expense of 
previous years, it is estimated that the tax for the current year will be 
$840. In order that the early months will be charged with their prorata 
share of this expense, the following entry may be made at the end of 
January and February: 


Property Taxes. . 70 

Property Taxes Payable. . 70 


To record the property tax expense for the month. 

After the February entiy has been posted, the property taxes 
payable account will have a credit balance of $140. 

Assume that on March 25 the tax statement is received, showing 
the total tax to be $S40 (exactly as estimated for purposes of this 
illustration.) Since the liability account already has a balance of $140, 
only $700 will be added. Inasmuch as this amount is to be prorated 
over the remaining months of the year, it may be recorded as a de- 
ferred charge. Accordingly, the following entry is made: 


Mar. 25 Deferred Property Taxes 700 

Property Taxes Payable 700 


To record the liability for property taxes for 
the year. (Total liability, $S40; previous ac- 
cruals, $140.) 
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When payments of the tax are made, the liability account is 
debited. 

At the end of each month for the rest of the year, the following 
entry would be made in order to continue the process of charging each 
month with one twelfth of the total tax expense for the year: 

Property Taxes 70 

Deferred Property Taxes 70 

To record the property tax expense for the month 
of 

After the entry of December 31 is posted, the deferred property 
taxes account will have no balance. 

When the tax statement is received, it may be found that the tax 
is not exactly the same as was estimated. This will mean that the 
charges for the previous months were incorrect. The error is likely 
to be small. If the error is of small consequence, it may be offset by 
simply setting up the deferred charge as the difference between the 
total tax and the amount already charged to the operations of previous 
months. The charges for succeeding months will be calculated at an 
amount that will completely absorb the deferred charge by the end 
of the year. In the case illustrated, if the tax statement received on 
March 25 showed the total tax to be $850 instead of $840 as estimated, 
the entry 7 on that date would be for $710 instead of $700. The charge 
for each of the remaining months would be $71 rather than $70. 

delinquent taxes ON Not infrequently property is purchased that 
property purchased ^ su bj e ct to a lien for delinquent property 
taxes and penalty charges. When these amounts are paid by the 
purchaser, it is proper for him to charge the same asset account as 
was debited with the purchase price of the property’. For example, 
assume that on July 1, 1949, Edward Tucker purchased a piece of 
land at a price of $5,000. On July 15, 1949, he paid $455 representing 
delinquent taxes, penalties, and interest for the three previous tax 
years. The entries in general journal form to record these transactions 
are as follows: 

July 1 Land 5,000 

Cash 5,000 

To record purchase of lot at 1821 Main 
Street. 

July 15 Land . . 455 

Cash . . . 455 

To record the payment of delinquent taxes 
on lot at 1821 Main Street. 
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special assessments The owners of land are sometimes subject to 

special assessments to reimburse the local 
government for the cost of improvements on or near their property. 
Examples of this sort include the installation of sewers, the paving 
of streets, or the laying of curbs and sidewalks. When the assessment 
is recorded, it is proper to charge it to the land account, as it in- 
creases the value of that asset. 


nature of sales Sales taxes are an important source of 

revenue for most states and many cities. 
These taxes are usually imposed upon retail sales only; there is no 
tax when an article is purchased for resale. In some cases certain 
types of rentals and the sale of sendees are taxable. The sale of food 
is sometimes exempt. 

The tax is levied as a per cent of all sales except those specifically 
exempted. The tax imposed by each jurisdiction applies only to sales 
within its boundaries. In some cases the tax is levied directly upon 
the seller. It is more usual to find, however, that the law imposes the 
tax upon the purchaser, but makes it the duty of the seller to collect 
the tax. Some states require the tax to be paid direct by the purchaser 
of goods that were bought outside the state. 

The laws usually require that the seller must file a sales tax return 
and pay the tax at the end of each calendar quarter. In some cases 
this must be done each month. In some states a merchant pays the 
state in advance by purchasing sales tax stamps. When sales are 
made, the merchant reimburses himself by collecting the tax. The 
buyers receive canceled tax stamps as a receipt. 


accounting for It the sales tax is imposed upon the pur- 

sales taxes chaser but is collectible by the seller, the 

latter will add the proper amount of sales tax to each taxable trans- 
action. There may be a special sales tax payable column pi-mi ded in 
the sales journal to record the tax on charge sales. The laws may not 
require a merchant to pay the tax until it is collected, but it is usually 
expedient to record the liability at the time the customer is charged. 
A sales journal with a special column for sales tax payable is illustrated 
on the following page. 

In the case of sales for cash it is desirable, though not always 
expedient, to keep a record of the tax collected on each sale. If a sales 
invoice is prepared for each cash sale, the tax will be shown. If in- 
voices are not prepared for each sale, any of several procedures are 
followed. Sometimes the amount of the sale and the amount of the 
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Sales Journal Showing Sales Taxes 


tax are separated rung up on a cash register if the machine has the 
capacity to accumulate the totals of both these elements separately 
Sometimes onlv the amount of the sale is recorded in the register and 
placed m the drawer, while the tax cash is placed in a separate bos or 
container Any of the&e procedures makes it possible to fcxm the 
exact amount of sales tax on cash sales collected each day. This 
amount can be recorded in a special sales tax payable column in the 
cash receipts journal An illustration of this form of cash receipts 
journal follows 


CASH RECEIPTS JOURNAL 
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Cash Receipts Journal Showing Sales Taxes 


Some business organizations do not find it expedient to make a 
-eeord of the tax on each sale In such cases the credit to the sales 
iccount includes the sales tax At the end of the month the tax ele- 
nent is calculated and a general journal entry is made to remote it 
rom the sales account and record it as a current liability. For example* 
issume that the tax rate is 2 per cent. The total of sales and sales 
ax for the month amounts to $46,520.16 If this amount represents 
sales plus 2 per cent of sales, the sales are $45,608 ($46,520 16—1 02) 
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and the sales tax element is $912.16 ($45,608 x .02). The following 
entry would be made: 

Sales 912.16 

Sales Tax Payable . 912.16 


To record the liability for sales tax collected on 
sales for the month of 

A problem arises if not all of the sales of the business are subject 
to sales tax. This may be the case because certain items are exempted 
by law or because some of the sales are made to out-of-state or out- 
of-city customers. This makes it necessary to keep a record that will 
show both taxable and nontaxable sales. If there are a large number 
of each kind of transaction, it may be necessary to use memorandum 
columns in the sales and cash receipts journals to accumulate the 
information. 

When the taxes are paid, an entry is made in the cash disburse- 
ments journal debiting Sales Tax Payable. Any balance in the latter 
accoimt on a balance sheet date is reported as a current liability. 
Sales taxes legally imposed upon the buyer are not an expense of the 
seller. The amount shown as gross sales on the profit and loss statement 
of the seller should not include sales taxes. 


sales taxes IMPOSED if the law imposes the sales tax upon the 
UPON THE seller seller, the accounting problem is somewhat 
simplified, since there are no tax collections, as such, to be recorded. 
However, the records must shoiv the amount of sales that are subject 
to tax in case some sales are tax exempt. When this is known, the 
tax can be computed at the end of each month and an entry made 
to record the expense and the liability. For example, suppose that 
the tax for the month of April was found to be $300. The following 
general journal entry would be necessary: 


April 30 Sales Tax Expense. . 300 

Sales Tax Payable 300 


To record the sales tax for the month of April 


When the sales tax return is filed and the tax is paid, an entry 
would be made in the cash payments journal debiting Sales Tax 
Payable. Any balance in this account on a balance sheet date is 
reported as a current liability. The sales tax expense account is closed 
to Profit and Loss Summary at the end of the fiscal period. There is 
not complete agreement as to where Sales Tax Expense should be 
shown in the profit and loss statement. Some accountants classify 
it as an operating expense, often under the heading of selling expenses. 
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Man} accountants show the item as a deduction from gross sales 
This latter treatment is preferable as it shows the amount of revenue 
actuall} provided to the business by the sales of the period 

QUESTIONS 

1 Mention several features of the federal tax on the income of individuals 
that conform to the abiht} to pay principle 

2 How is the income of partnerships taxed 7 

3 D F Spencer wishes to determine which of the items stated below 
should be reported on his income tax return 

(a) Salary as salesman for the City Tire Company 

(b) Dividends on General Motors stock 

(c) Interest on notes receivable 

(d) Proceeds from life insurance policy paid upon death of a relative 

(e) Royalties 

(f) Profit on sale of his home 

(g) Inheritance from a deceased fnend 

(h) Cash gift from an uncle 

(i) Pay while on active duty as a sergeant in the army 

(j) Income from inherited property (see g above) 

4 Homer Whitehead returned on January 2 from a Christmas hohdaj 
trip to find an envelope containing a dividend check It was apparent 
that the envelope had been delivered no later than December 30 How 
ever Mr W hitehead contends that he should include the amount of 
the check as a part of his income of the new year since he keeps his records 
on the cash basis What do you think 7 

5 Which of the following items would be (1) a deduction for adjusted 
gross income (2) an other deduction or deduction from adjusted 
gross income or (3) neither of these 

(a) Salary paid a business assistant 

(b) Salary paid a domestic servant 

(c) Donation to a political party 

(d) Auto license fee (car not used in business) 

(fe)' /iffeivsV uit uVAl iSr jHjuwnhnb 1 Jhisrowr vSbmpuYrjr An- AivmvSme /w 
chased for taxpayer s home 

(f) Federal excise tax on purchase of diamond ring 

(g) State sales taxes on goods purchased for personal use or consumption 

6 Who must file a Declaration of Estimated Tax 7 

7 A taxpayer and his wife file a joint return Both are over 65 jears 
of age and the wife is blind How many exemptions ma> the} take 7 

8 Suppose a taxpayer (not a dealer in real estate) sold a piece of land 
for $10 000 It was purchased several j ears before for $4 000 How 
would this be handled for personal income tax purposes 7 
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9. On an income of $10,000 the tax is $1,500, while on an income of 
$50,000 the tax is $7,500. Does this reflect progressive tax rates? 

10. John Stewart pays his personal income tax with a check drawn on 
the bank account he keeps for the Stewart Mercantile Company, which 
he owns. How would this be recorded on the books of the Stewart Mer- 
cantile Company? 

11. Which of the following are real property and which are personal 
property: 

(a) Land. 

(b) Taxpayer’s residence. 

(c) Merchandise in a store. 

(d) Growing trees. 

(e) Delivery truck. 

(f) Trade-mark. 

(g) Accounts receivable. 

12. The total assessed value of all the property in a school district is 
$10,000,000. The district wants to raise $50,000 by the property tax for 
the current year. What will be the tax rate? 

13. Why are the taxes on business property owned by the proprietor 
and used in an unincorporated business treated as a business expense, 
while no part of the tax on the income (business profits included) of the 
owner of the business is so treated? 

14. Arthur Bailey must pay $350 to the city on a special assessment for 
street improvements. If such improvements will tend to increase the 
value of his land by a similar amount, what entry should be made in 
his journal to record the payment? 

15. All the sales of a store are subject to a state tax of 3% levied upon 
consumers but collectible by the seller. At the end of one day, the total 
cash received from sales and tax was found to be $SS7.S6. How much of 
this was sales and how much was tax? 

16. W. D. Greene absorbs a sales tax imposed upon the seller in the 
price of the goods. He believes that the amount he pays as sales tax 
should be shown as an operating expense along with real and personal 
property taxes. His accountant thinks it should be shown as a direct 
deduction from sales. Which, in your opinion, is the better practice? 

PROBLEMS 

1. Examination of the records of Mr. and Mrs. R. J. Williams for the 
calendar year 1949 reveals the following information: 

Income — Mr. "Williams: 

Salary as president of the Williams Corporation $10,512.00 

(Gross amount. $12,000: income tax withheld, SI . 45S; federal 
old-age benefit tax, $30) 
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Share of profit of a partnership received m cash $ 2,000 00 

(Total share, $3 000} 

Rent income from property owned 1,200 00 

Reimbursement for out of-city travel expense 833 00 

(Trips for corporation) 

Income — Mrs Williams 

Interest on N Y R R Bonds 385 00 

Dividends on stock 600 00 

Proceeds from sale of stock 5 000 00 

(The stock cost $4 000 when purchased 7 months earlier) 

Expenditures — Mr Williams 

Repairs on rental property 50 00 

(Building cost $8 000 and has a 20 year life) 

Property taxes on rental property 40 00 

Property taxes on residence and personal property 158 80 

Loss by theft (no insurance) 200 00 

Travel expenses on trips for corporation 900 00 

Payments on estimated federal income tax for 1949 500 00 

Contributions 400 00 

Personal expenditures 1,800 00 

Expenditures — Mrs Williams 

Charitable contributions 2 600 00 

Personal and family expenses 7,200 00 


Additional Information 

Mr and Mrs Williams are 40 years of age and have good 
v lsion They have three children The children have no income 
Mrs Williams’ father, who is 70 years old afld blind, is sup 
ported by the family He has no income Mr and Mrs 
Williams will file a joint income tax return 
Instructions (1) Calculate (a) the joint adjusted gross income of Mr and 
Mrs Williams and (b) their other deductions 

(2) Calculate the total tax liability, using the hypothetical rates shown 
on page 319 How much must be paid when the return is filed’ 

2 Kenneth Paxton is the sole proprietor of the Paxton Hardware Com 
pany The store occupies one half of a building that Mr Paxton owns 
The other half of the building serves as a home for Mr Paxton and his 
mother, whom he supports She has no income Mr Paxton is 40 years 
old, his mother is 66 years old, and both have good vision 

Mr Paxton started his business January 1, 1949 He purchased the 
land for $5 000 cash The building was erected at a cost of $20,000 He 
borrowed $15,000 to finance the undertaking, and gave a note secured 
by a mortgage on the property The terms of the loan require that he 
carry insurance on the structure and pay all property taxes The building 
is expected to have a life of 20 years All store equipment was purchased 
early in the year It has an expected life of 10 years 

All sales are made for cash to local customers Mr Paxton lives in 
a state that has a retail sales tax of 2% imposed upon the consumers 
but collectible by the sellers 
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Mr. Paxton has kept a very detailed record of cash receipts and dis- 
bursements, but the record includes his personal, as well as his business, 
transactions. A summary of all receipts and disbursements of cash during 


1949 follows: 

Receipts 

Loan from finance company (explained above) $15,000.00 

Sales (including sales tax) 20,400.00 

Received from sale of Apex Corporation Stock 3,000.00 

(Stock was purchased April 1 and sold August 1) 

Dividend from Apex Corporation . 80.00 

Prize (won by Mr. Paxton on a radio program). 100.00 

Disbursements 

Cost of land 5,000.00 

Cost of building 20,000.00 

Cost of equipment and fixtures for store 4,000.00 

Cost of furniture and furnishings for home 5,000.00 

Payments for merchandise purchased 16,000.00 

Telephone — in store . . 150.00 

Telephone — in home 60.00 

Property taxes (paid in full) 

On land.. 40.00 

On building 160.00 

On store equipment and merchandise 30.00 

On household possessions . 20.00 

Sales taxes remitted to state (.excluding December 

taxes) 350.00 

Light and heat (50% for store) 190.00 

Payments on mortgage principal 1,000.00 

Payments on mortgage interest 450.00 

Payments on estimated income tax for year 4S0.00 

Insurance (all policies for 3 vears — purchased January 

1 ) 

On building 300.00 

On store equipment and merchandise . 120.00 

On household goods 60.00 

Donation to church 104.00 

Hospital and medical expenses 515.00 

Cost of Apex Corporation stock (see receipts) 2,500.00 

Miscellaneous personal and household expenses 4,000.00 

Miscellaneous store expenses 2,000.00 


On December 31, 1949, Mr. Paxton has unpaid bills for merchandise 
purchases amounting to $1,000. He owes the state $50 for sales taxes 
collected in December, 1949. Accrued interest on the mortgage note 
amounts to $420 on December 31, 1949. The inventor,- of merchandise 
at the end of the year amounts to $4,800. 
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Instructions (1) Prepare a profit and loss statement for the Paxton 
Hardware Company for the year ended December 31, 1949 (Be sure that 
only business expenses are included Remember that only one half of the 
building is used for the business ) 

(2) Prepare a summary of the items that will appear on the income tax 
return of Mr Paxton Be sure to show the items that comprise adjusted 
gross income, list and total the ‘other" deductions, and deduct the exemption 
credits ($600 each) to arrive at the amount of net income subject to the tax 
rates 

(3) Using the hypothetical rates shown on page 319, calculate the total 
tax liability of Kenneth Paxton for 1949 How much must be paid when 
the return is filed 7 

3 The accounts of the Jones Mercantile Company are kept on a monthlj 
basis In January, Mr Jones estimates that the property taxes for the 
current year will be $480 On April 20 the tax statement is received 
showing a tax liability of $462 That amount is paid in full on May 10 

Instructions (1) Give all of the entries in general journal form to record 
matters relatne to property taxes for the first six months of the year In 
elude closing entries 

(2) What items relative to property taxes would appear in the balance 
sheet of January 31’ of April 30’ of May 31’ of December 31’ 
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PARTNERSHIP FORMATION AND OPERATION 

THE partnership If a sole proprietor deems it advisable, he may 
•defined ask one or more associates to join him in the 

development of his business. The new party ordinarily contributes 
cash or other property. The members of the new association are co- 
owners of the business and share its profits and losses. In this way a 
partnership is established. A partnership may also be formed when 
two or more persons decide to start a new business in which they are 
co-owners and share in profits and losses. 

The Uniform Partnership Act, adopted by a large number of the 
states, calls the partnership “an association of two or more persons to 
carry on as co-owners a business for profit.” This definition states 
clearly the nature of a partnership from the legal point of view. The 
partnership may be better understood from the business point of view 
by considering the characteristics that distinguish it from other forms 
of business organization. 


characteristics OF The fundamental characteristic of a partner- 
THE partnership s hjp } s expressed in the definition given above, 
in that it is an association of persons. It is distinctly a personal organi- 
zation, and from that personal aspect the following essential character- 
istics are derived: 

1. Mutual Agency. Each partner is the agent of the partnership. 
For example, one partner can make an agreement to purchase goods 
or services for the firm, and the other partners will be bound by his 
act if the goods or the services are such as the business uses or might 
use in the course of its affairs. 

2. Limited Life. A partnership, because of its personal nature is 
short lived. It may be dissolved as the result of any one of a variety 
of causes. The death, incapacity, or withdrawal of one of the partners 
causes a dissolution of the partnership; if a partner sells Ills interest, 
the partnership terminates; if the members admit another partner, 
the old partnership ends but a new partnership is brought into exis- 
tence. Partnership reorganization and dissolution are discussed in 
Chapter XX. 

3. Unlimited Liability. Each member of a partnership is jointly 
and individually liable for the debts of the partnership. Therefore 
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a partner may not only lose what he has invested m the partnership 
but also be required to use his private property to pay the debts of 
the partnership if the business becomes insolvent For example if 
Craig and Long each invest $6 000 m a partnership and through ill 
luck or poor management the partnership later has liabilities of 
$12 000 and assets of only $10 000 the creditors may recover the 
$2 000 excess of the liabilities over the assets from either Craig or 
Long individually 

4 Co ouner ship of Partnership Property The property unested 
by a partner in a partnership is no longer his own personal property 
but is join tty owned by all partners For this reason it is essential 
that the valuation placed on the contnbuted property be a fair and 
just one For example if Brown contributes a building that cost him 
$10 000 but is now worth $20 000 the value of the building to the 
partnership is $20 000 After he has made his contnbution the partner 
has only a dollar and cents claim against all the assets of the partner 
ship 

5 Participation in Partnership Profits Another feature essential 
to a partnership is the co ownership of the profits If the profits are 
shared on any basis other than co-ownership a partnership does not 
exist For example an employee who is given a percentage of profits 
as remuneration for his services is not thereb> a partner There must 
be an intention of the partners regarding co-ownership of profits and 
losses 


ACCOUNTING FOR Much of the accounting for a partnership is 
partnerships the same as that for a business with any 

other form of ownership The current transactions completed in the 
general operation of the business are similar and the accounting proc 
ess as well as the papers the records and the reports employed 
is essentially the same The relationships existing between the mem 
bers of a partnership give rise to transactions that are not common to 
the sole proprietorship These transactions have to do with the forma 
tion the operation and the dissolution of the partnership T^ e 
operation phase is principally that of participation in partnership 
profits which will be discussed in this chapter 

formation of A A partnership is founded upon a voluntary 
partnership contract having all the essential elements of 

any other contract Since the interest in the partnership here is 
primarily from the point of view of accounting the various legal 
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questions arising from the relationship of the partners will not be 
discussed at any length. 

Disputes, misunderstandings, and difficult situations are liable to 
arise in a partnership because of the peculiar relationship existing 
between the partners. To prevent these, or at least to reduce them 
to a minimum, a written contract should be drawn up. This contract 
is known as the articles of copartnership. In addition to the date and 
the signatures of the partners, it should contain the following data, 
as well as any other provisions that may be considered desirable. 

1. Name and location of the business. 

2. Nature and life of the undertaking. 

3. Names of the partners and the amount of the investment of each. 

4. Provision for sharing in profits and losses. 

5. Rights and duties of each partner. 

6. Provision for accounting records. 

7. Provision for dissolution. 

8. Special provisions and stipulations. 

After the partners have reached an agreement and have signed the 
articles of copartnership, the assets may be acquired and the opening 
entries may be made in the partnership books. The problems of 
partnership formation may be classified under two headings: 

(1) Original formation of partnership by: 

(a) Adding a new member or new members to a sole proprietorship. 

(b) Cash or property contributions by members to set up a new 
business. 

(2) Modification in personnel of a going partnership by: 

(a) Selling an interest to a new partner or partners. 

(b) Accepting an investment from a new partner or new partners. 

The accounting procedures for the first group are treated in this 
chapter; for the second group, in Chapter XX. 

OPENING ENTRIES FOR A brief reference to the articles of copartner- 

imwSnt opTash shi P may be S iven in the general journal 

before the entries to record the investments 
of the partners are made. For example, when E. T. Davis and C. G. 
Crane form a partnership by the investment of cash, the following 
memorandum entry is made in the general journal: 

July 2 E. T. Davis and C. G. Crane formed a partnership 
for the purpose of conducting a retail hardware busi- 
ness in accordance with the articles of copartnership 
signed this day in duplicate. 

Since the partners in this case are investing only cash, the record of 
the cash investment will appear in the cash receipts journal. Such an 
entry is shown on the following page. 
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CASH RECEIPTS JOURNAL 




- 

S' 


■sr 



T 

July 

2 

E T Davis 










Cap tal 

Investment 








2 

C G Crane 







j 



Cap tal 

Investment 


5 000 






opening entries for If the partners invest assets m addition to 
transfer of assets cnsh and transfer liabilities to the partner 
and liabilities ship either of two methods may be used in 

recording the investment (1) An entry may be made in the cash 
receipts journal to record the cash investment and another may be 
made in the general journal to record the other assets and the liabilities 
or (2) the entire investment may be recorded m the general journal 
and the cash investment may be recorded in the cash receipts journal 
In the latter case the cash items will be checked in both the general 
journal and the cash receipts journal so that they will not be posted 
twice 

To illustrate such entries it is assumed that on January 2 Roy 
Fuller and James Hill who have been conducting nval hardware 
stores enter into a partnership by consolidating their assets and 
liabilities The assets and the liabilities of Roy Fuller are as follows 
cash $1 500 accounts receivable $6 000 merchandise inventory 
$5 250 store equipment $4 500 notes payable $1 500 accounts 
payable $3 750 The assets and the liabilities of James Hill are as 
follows cash $3 000 notes receivable $750 accounts receivable 
$6 000 merchandise inventory $7 500 office equipment $1 500 
building $4 500 land $3 000 accounts payable $8 250 

The following entries are made in the partnership general journal 

Jan 2 Roy Fuller and James Hill formed a partnership for 
the purpose of conducting a retail hardware business 
in accordance with the articles of copartnerships gned 
this day in duplicate 

2 Cash 

Accounts Receivable 
Merchandise Inventory 
Store Equipment 
Notes Payable 
Accounts Payable 
Jtoy Fuller Capital 

To record the investment of Roy Fuller 


VI 500 
6 000 
5 2o0 
4 500 


1500 
3 750 
12 000 
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2 Cash 

Notes Receivable 

Accounts Receivable 

Merchandise Inventory 

Office Equipment 

Building 

Land 

Accounts Payable 

James Hill, Capital 

To record the investment of James Hill. 


V 3,000 
750 
6,000 

7.500 

1.500 

4.500 
3,000 

8,250 

18.000 


The cashbook entries to record the cash invested by Fuller and 
Hill are as follows: 


CASH RECEIPTS 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

POST 

REF 

GENERAL 

CR 

SALES 

CR 

ACCOUNTS 

REC 

CR 

1 

SALES 

DISC 

OR 

Cash 1 

DR 

in. 

2 

Roy Fuller, 










Capital 

Investment 

V 

1,500 




1,500 


2 

James Ilill, 










Capital 

Investment 

v 

3,000 




3,000 


It should be understood that the amounts shown in the foregoing 
journal entries were those agreed upon by the two partners at the 
time they set up the partnership. For example, the $4,500 figure for 
store equipment and the $1,500 figure for office equipment were esti- 
mates of present market value established by mutual consent of the 
partners. Although the book value of assets contributed to a partner- 
ship may influence the values at which they are taken over, the values 
recorded on the books of the new partnership may he quite different 
from the values at wliich the assets were carried on the books of their 
former owners. 

Fixed assets are ordinarily recorded on the books of the new partner- 
ship at the value assigned to them in the partnership agreement. No 
effort is made to show in the books the original cost value and the 
past depreciation. Future depreciation is based on the cost of the 
assets to the new partnership. 

In the case of partner Hill, the land may have cost him $1,500 
when he acquired it several years before. The building may have cost 
$6,000 and may have been depreciated to a book value of $3,000. Be- 
cause of increases in land values and building costs, the only fair course 
was to establish new values of $3,000 for the land and $4,500 for the 
building, increases of 100 per cent over the original cost of the land 
and 50 per cent over the present book value of the building. 
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personal accounts The articles of copartnership may provide 
of THE partners that each partner will be permitted to with 
draw cash at intervals during the course of operations If this is the 
case, the withdrawals are debited to the partners’ personal accounts 
A partner’s personal account is, in nature, the same as the personal 
account of a sole proprietor At the end of the fiscal period the partner’s 
share of the profit or the loss is closed into his personal account The 
debit or the credit balance of the personal account is permitted to 
remain in that account or is transferred to the capital account, the 
procedure depending upon the partners' agreement 

For example, at the end of the first fiscal y ear, the personal accounts 
of Fuller and Hill ha\e debit balances of $7,500 and $3,000 respectively 
If the profit for the year $14 400 is to be distributed equally, the entry 
to close the profit and loss summary account will consist of a debit 
of $14,400 to Profit and Loss Summary and a credit of $7,200 to each 
of the partners’ personal accounts 

Fuller’s personal account will now have a debit balance of $300, 
Hill s personal account, a credit balance of $4,200 These balances 
may be permitted to remain in the personal accounts, or they may be 
closed into the partners capital accounts, reducing the capital of 
Fuller and increasing the capital of Hill 

division OF profits The distribution of profits or losses frequently 
presents one of the most difficult problems 
m partnership accounting If the partners have no agreement m this 
respect, the law provides that profits or losses should be divided equally, 
regardless of the amounts of the investments The partners may, 
however, make any agreement they wish in regard to the division of 
profits or losses The agreement should be quite specific so that mis- 
understandings wall be avoided 

Partnership profits include a return for partners’ services, for 
partners' capital investments and economic or pure profit Since the 
partnership is a personal organization, the services of the partners 
come free of cost to the partnership In the absence of a specific agree- 
ment, the partners receive no salaries The capital contributions of 
partners do not bear interest Profits must therefore be interpreted 
to include these two factors as well as pure profits 

If the service and capital contributions of partners are equal, an 
equal shanng in partnership profits is equitable But if one partner 
contributes three times as much capital as the other, the distribution 
of profits should take into account the unequal contribution of capital 
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Or, if the services of one partner are much more valuable to the 
partnership than those of the other, provision for unequal service 
contribution should be made in profit participation. 

Arising out of the recognition of these three factors in partnership 
profits, many methods of distributing profits or losses are employed. 
Fundamentally, these methods give effect to the three elements found 
in partnership profits. 


profits distributed The simplest formula for profit sharing is 
ON fixed ratio agreement in advance on a fixed ratio that 

will continue for the life of the partnership. This fixed ratio may 
provide for an equal sharing on the assumption that partners' con- 
tributions of capital, services, and risk entitle them to such a sharing. 
It may give one partner two thirds and the other partner one third 
for similar reasons. Or it may provide any fractional participation 
that seems fair to all the partners. 

Wren profits are distributed on a fixed ratio, the problem is simple. 
After the profit for a fiscal period has been determined, it is divided 
according to this fixed ratio, the profit and loss summary account 
being debited and the partners’ personal accounts being credited. The 
table below shows the participation of Fuller and Hill in a partnership 
profit of $14,400 using three different fixed ratios: 


Fixed Ratio Fuu.er’s Share Hili/s Share 

(1) V* $7,200 $7,200 

(2) 14 % 4,800 0,600 

(3) H Vt 3,600 10,800 

The journal entry on December 31 to record the distribution of 
the profit under the third fixed ratio above would be as follows: 

Dec. 31 Profit and Loss Summary 14,400 

Roy Fuller, Personal 3,600 

James Hill, Personal 10,800 


To distribute the net profit for the year to the per- 
sonal accounts on the bf: 24 fixed ratio. 


profits distributed If the investments of partners are to be given 
investments S,S ° N separate consideration in profit sharing, there 

is a choice between two commonly used 
methods. In the first method participation of partners in profits is 
based solely on their capital investments; in the second method an 
interest return is allowed on capital investments and the balance is 
distributed according to the fixed-ratio method. Each o' 
methods that emphasize capital contributions will be desci 
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According to Investments — Opening Capital. The profits maj be 
divided according to the beginning investments. For example, if 
Fuller and Hill had agreed to divide profits or losses on the basis of 
their original investments, their respective shares of the profit for the 
first year would have been computed in the following manner: 


Roy Fuller, Investment of January 2 $12,000 00 

James Hill, Investment of January 2 18,000 00 

Total Investment $30,000 00 

Roy Fuller, Profit, December 31 12,000 X $14,400 00 = $ 5,760 
30,000 

James Hill, Profit, December 31 18,000 X $14,400 00 = 8,640 
30,000 

Total Profit $14,400 


The journal entry to record this division of the profit would ha-re 
been 

Dec 31 Profit and Loss Summary 
Roy Fuller, Personal 
James Hill, Personal 

To distribute the net profit for the year in accord- 
ance with opening capital investments of $12,000 
and $18,000 respectivelj 

According to Imestments — Average Capital When profits are to 
be divided according to the investments, the simplest method of 
computing the amounts to be transferred to the personal accounts is 
to use, as the basis, the investments that the partners made at the 
beginning of the partnership This method, however, assumes that no 
significant changes in capital investments of partners have been made 
during the fiscal penod. If the partnership is such that the capital 
accounts of partners change materially during the fiscal penod, provi- 
sion should be made to determine the average capital and to divide 
profit accordingly The calculation of the average capital is based 
upon the capital accounts of the partners A simple method of ealeuh- 
tion is desenbed m the following paragraph. 

The beginning investment is multiplied by the number of months 
from the time of the investment to the time when there was a change 
in the investment. The investment on the latter date is then multiple 
by the number of months from that date until the time when another 
change occurred. This procedure is continued for the entire fiscal 
period These amounts are totaled. The results then express capita 
investments in the same unit, that is, month-dollars This unit takes 
*into account the time factor as well as the amount factor. Each part- 
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ner’s participation in the profits is determined by the ratio obtained by 
placing his total month-dollars over the total month-dollars of the 
partnership. This is the share of the profit to be assigned to the partner. 

Any unit of time may be used in determining the average capital. 
Days or weeks, instead of months, can be used if significant capital 
changes occur at other than month periods. In such cases the units 
would be day-dollars or week-dollars. 

For example, Fuller and Hill might have decided to divide their 
profits of $14,400 according to the average capital as shown by their 
capital accounts. Their original investments, additions to capital, 
and withdrawals from capital might have appeared as follows in their 
capital accounts at the end of the year: 


Roy Fuller, Capital 


May 

1 

C 

11 

3,000 

Jan. 

2 

.T 

1 

12,000 





Tames Hii 

jL, Cap 

TAL 












H II 






Jan. 

2 

,J 

1 

18,000 






May 

1 

C 

11 

3,000 


The division of the profit for the year ($14,400) would have been 
determined in the following manner: 


Roy Fuller 

From January 1 to April 30 512,000 X 4 months = 48,000 month-dollars 
From May l' to December 31 9,000 X 8 months = 72,000 month-dollars 

Total 120,000 month-dollars 


James Hill 

From January 1 to April 30 . 318,000 X 4 months = 72,000 month-dollars 
From May l'to December 31. 21,000 X 8 months = 168,000 month-dollars 


Total . . • 240,000 month-dollars 

The total month-dollars during the year was therefore 360,000 (120,000+ 
240,000). 


Distribution of Profit 
Roy Fuller: 120,000 X 314,400 = 3 4,800 
360,000 


James Hill: 240,000 X S14,400 = 3 9,600 
360,000 
Profit for the year 


314,400 
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The following journal entn would then have been made 


Dec 31 Profit and Loss Summary 
Poy Fuller Personal 
James Hill Personal 

To distribute the net profit for the year in accord 
ance with a\ erage capital 


14 400 


4 890 
9 690 


profits distributed The articles of copartnership often provide 
MENTS D AND G SERvfcES that Partner is to receive a salary fo 
of partners his services If the salaries are paid at regula. 

intervals in fixed amounts in the same manner as salaries of employee 
the partners personal accounts should be debited for such amounts. 
At the end of the fiscal period the amounts that the partnership 
agreement allows as salaries are debited to the profit and loss summary 
account and credited to the partners personal accounts The balance 
of the profit and lo^s sumraan account is then distributed m th» 
ratio agreed upon bv the partners 

■Assume that Fuller and Hill agreed to divide profits equally aft? 
salaries of $300 and $450 a month respectively, had been allowed. 
When the partners withdrew their salaries in cash each month their 
personal accounts were debited and the cash account was credited. 
\t the end of the year the following journal entry was made 
Dec 31 Profit and Loss Summary 9 000 

Roy Fuller Personal 3 WO 

James Hill Personal o 400 

To transfer from the profit and loss summary 
account to the partners personal accounts an 
amount that is equal to the amounts allowed the 
partners as salaries 


The total of the salaries $9 000 was then deducted from the net 
profit $14 400 and the remainder $5 400 was distributed equally 


Dec 31 Profit and Loss Summary 
Roy Fuller Personal 
James Hill Personal 

To distribute the balance of the net profit equalh 
to the partners 


o 400 


2 00 


In this case only services of partners to the partnership were grv en 
consideration No effort was made to provide for unequal capital 
contributions When provision is to be made for interest return on 
capital contributions, m addition to salaries for services rendered, 
the method may be considered as including all the factors normain 
found m partnership profits This method is illustrated below 

In addition to salaries Fuller and Hill might hav e agreed to alio* 
interest on their original inv estments at f> per cent, the balance of 
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net profit to be divided equally. The journal entries at the end of the 
year would then have been: 


Dec. 31 Profit and Loss Summary 9,000 

Roy Fuller, Personal . 3,600 

James Hill, Personal 5,400 


To transfer from the profit and loss summary 
account to the partners’ personal accounts an 
amount that is equal to the amounts allowed the 
partners as salaries. 


31 Profit and Loss Summary . 1,800 

Roy Fuller, Personal . . 720 

James Hill, Personal 1,080 

To record the interest allowed on the original 
investments of the partners. 

31 Profit and Loss Summary . 3,600 

Roy Fuller, Personal 1,800 

James Hill, Personal 1,800 

To distribute the balance of the net profit for the 
period equally to the partners. 


When the partnership agreement states, without qualification, 
that salaries and interest are to be allowed, the entries for salaries and 
interest, similar to those in the last example, must be made regardless 
of the fact that the profit for the period may be less than the total of 
the salaries and the interest or that a loss may have resulted from 
operations. After the entries for salaries and interest have been posted, 
the debit balance of the profit and loss summary account will be 
transferred to the partners’ personal accounts on the basis of the fixed 
ratio. 

If the salaries of Fuller and Hill had been $600 and $750 a month, 
respectively, the following journal entries would have been made at 
the end of the year: 

Dec. 31 Profit and Loss Summary . . 16,200 

Roy Fuller, Personal 7,200 

James Hill, Personal 9,000 

To transfer from the profit and loss summary 
account to the partners’ personal accounts an 
amount that is equal to the amounts allowed the 
partners as salaries. 


31 Profit and Loss Summary 1,800 

Roy Fuller, Personal T20 

James Hill, Personal 1.0S0 


To record the interest allowed on the original 
investments of the partners. 
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31 Roj Fuller, Personal 1,S00 

James Hill, Personal 1,800 

Profit and Loss Summary g gig 


To close the debit balance of the profit and loss 
summarj account into the partners’ personal 
accounts. 

The net effect of this *enes of three entries would have been a 
credit of $6 120 to Fuller’s personal account and a credit of $3,2^3 
to Hill s personal account, a total of $14,400, the net profit of the 
partnership 


PARTNERS' PROFITS 
AND FEDERAL 
INCOME TAX 


As stated in Chapter XVIII, partnerships do 
not pat income tax. The several partner 
report their shares of the partner bp p-ofit. 


on their individual income tax returns and include them m the income 


total on which the} pa} tax For example, Ro} Fuller would report 
$6 120 and James Hill $S 2S0 of the partnersbp profits of $14 4Q0 
shown a bote 


It should be noted that partners report and pav mcome taxes on 
their shares of the partnersbp profits and not on the amount they 
dratt out of the partnersbp Eten though the entire amount of the 
partnersbp profits is left in the partnersbp, the taxable amounts 
would be the profit participation figures 

Partnenbps are required to make out mcome tax returns showing 
the amount of the partnersbp profits and the share of each partner 
The-e partnersbp returns provide the detail <mpportmg the partner 
sbp profits shown on the individual returns of the partners. 


statements for A In preparing a profit and loss statement fo r 
PARTNERSHIP a partnersbp, it is often desirable to show th° 

distribution of the profit for the fiscal period Tbs information is added 
to the report after the net income has been shown Tbs section of the 
profit and loss statement of Fuller and Hill (based on the last distnba 
tion of profit) is shown at the top of the following page 

The method of reporting the capital of a partnersbp on the balance 
sheet depends pnmanh on the amount of information that it is thought 
desirable to show Sometimes the balance sheet shows for each partner 
the investment at the beginning of the period any additional invest 
ment the partner’s share of the net profit or the net loss for the period, 
an} withdrawal from capital, and the personal withdrawals ms e 
during the period. Instead of reporting such detailed information on 
the balance sheet, it is often more satisfactory to prepare a report tna^ 
supplements the balance sheet. Tbs report is known as a 
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Net Profit $14,400 

Distribution of Net Profit to Partners: 

Roy Fuller: 

Salary at $600 a month $7,200 

Interest at 6% on original investment 720 


$7,920 

Less: One-half share of remaining debit balance ... 1,800 

Profit of Roy Fuller $ 6,120 

James Hill: 

Salary at $750 a month $ 9,000 

Interest at 6% on original investment 1,080 


$10,080 

Less: One-half share of remaining debit balance. . . 1,800 


Profit of James Hill 8,280 


Net Profit for the Year $14,400 


Partnership Distribution of Profit on the Profit and Loss Statement 

of the partners’ capital accounts. It is of value to the partners because 
it shows in detail the reasons for the changes in the proprietorship. 

If, during the year, Fuller withdrew $3,500 and Hill withdrew 
$5,000, a statement of the capital accounts might be prepared in the 
following form: 


FULLER AND HILL 
Statement of Partners’ Capital Accounts 
For Year Ended December 31, 1950 




Roy Fuller 

i 

James Hill 



Personal 

Capital 

Personal 

Capital 

/ 


Capital, January 2, 1950 . . 
Share of Profit for Y'ear. . . 
Less Personal Drawings. . 

6,120 

3,500 

12,000 

S,280 

5,000 

O 

O 

o 

CO 

T— i 


Net Addition 


2,620 


3,2S0 !| 






Capital, Dec. 31, 1950 . . . 


14,620 
_ 


21,280 jj 


Statement of Partners’ Capital Accounts 


The proprietorship section of the balance sheet would show the 
net investments of the two partners in the foil owing manner: 
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Proprietorship 

Roy Fuller, Capital $14,620 

James Hill, Capital 21,280 


Total Proprietorship $35,900 


QUESTIONS 

1. Which of the following sentences are true 4 5 * 7 Which are false 7 

(a) The sale of a partnership asset by a junior partner may be re\oked by 
a senior partner 

(b) In a partnership, the eldest son succeeds to the position of his father 

(c) In a 40 - 60 partnership, the obligation of the 40 partner is 40% of 
the deficiency due creditors 

(d) A profit of $5,000 made on the sale of a building and lot contnbuted 
by partner A belongs to partner A 

(e) In a ^ partnership, in the absence o! a written statement as 
to how profits will be shared, a $6 000 profit would be distnbuted 
$4,000 and $2 000 

2 Ellis and Peters form a partnership, Ellis investing $12,000 in cash and 
Peters $18,000 in cash They agree that profits and losses will be shared 
in the ratio of the investments shown by the capital accounts During 
the first year Ellis withdraws $2,000, and Peters $4,000 (a) The profit at 
the end of the year is $7,500 Give the journal entries required to close 
the profit and loss summary account and to make the necessary adjust- 
ments in the personal and capital accounts (b) What would have been 
the journal entries if the profit had been $5,000 7 

3 Scott and Taylor have invested $50,000 and $30,000 respectively in a 
partnership, agreeing that, after 6% is allowed on capital and after 
salaries of $4,000 to Scott and $3,000 to Taylor are allowed, the balance 
is to be shared equally Calculate the share of each partner in the following 
partnership profits for the year (1) $5,000, (2) $25,000, (3) $1,000 

4. Brock and Johns are partners with investments of $20,000 and $10,000 
respectively Show the participation of each m profits of $12,000 W “ 
nothing is said about profit distribution, (b) if profits are distributed 
according to investments, (c) if interest is allowed at 8% and the balance 
is distnbuted equally, (d) if salanes of $4,800 and $6,000 and interest 
at 8% are allowed and the balance is distnbuted equally 

5. Noms, Olson, and Grant invest $20,000, $12,000, and $8,000 

tively, in a retail business They agree that interest is to be allowed a e 

rate of 6% and that monthly salanes of $300 are to be paid to each Pf rtne *, 
The profit and loss summary account shows a profit of $9,600 at the en 
of the year Give entnes showing the distribution of profit to the partners 
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6. Young, Cox, and Russell are partners in an enterprise. At the close of 
the six-month period ending June 30, 19--, their capital accounts show 
credit balances of $10,000, $15,000, and $20,000, respectively. Their 
drawing accounts show debit balances of $2,000, $1,000, and $2,500. No 
entries have been made for salaries allowed at the rate of $250 a month 
for Young, $200 a month for Cox, and $400 a month for Russell. The 
partners are allowed interest at the rate of 8% per annum on invested 
capital. Profits or losses after salaries and interest are divided equally. 
The profit and loss summary account shows a credit balance of $9,000. 
Give the closing journal entries. 


PROBLEMS 

1. The capital accounts of A, B, and C, partners, show balances of $10,000, 
$20,000, and $30,000 respectively. The partnership agreement provides 
that each partner shall receive 5% interest on invested capital, that A is 
to receive a salary of $5,000, and that the remaining profits are to be 
distributed equally. 

Instructions: (1) Prepare journal entries at the end of the year to close 
the balance in the profit and loss summary account to the partners’ personal 
accounts if the: 

(a) Profit is $14,000. 

(b) Profit is $5,000. 

(c) Loss is $1,000. 

(2) Prepare a summary comparing the partners’ shares in the profit or 
loss under the three conditions illustrated above. 

2. In contemplating the formation of a partnership, B. Jackson and 
P. Harris discussed the division of profits. Jackson was to invest $11,000; 
Harris, $1,000. Jackson agreed to devote one half of his time to the busi- 
ness; Harris, full time. 

(a) Jackson proposed that the profits be divided according to the original 
capital investments. 

(b) Harris felt that profits should be divided in the ratio of time devoted 
to business; namely, one third to Jackson and two thirds to himself. 

(c) Jackson then suggested that profits be divided equally in order to 
offset his larger capital investment against Harris’ devoting his full 
time to the business. 

(d) Harris finally recommended that annual salaries should be allowed — 
$5,000 to Harris and $2,500 to Jackson — and that the remaining 
profit or loss should be divided equally. 

(e) An accountant who was consulted recommended that plan (d) be 
followed but that, in addition, each partner should be allowed 6% 
interest on his original capital investment. 

1 instructions: (1) Assuming a profit of $12,000, prepare a summary com- 
paring the partners’ shares in the profit or loss under the five conditions 
mentioned above. 
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(2) Assume a profit of $8,000 at the end of the first year of business and 
prepare journal entries to close the balance of the profit and loss summary 
account to the partners’ personal accounts under plan (e). 

(3) Construct a statement of the distribution of the net profit to the part- 
ners under plan (e) and reflecting the journal entnes in (2) 

3. On January 1, 1950, Frank Dodge and Donald Ford formed a partner- 
ship (Dodge & Ford) m order to open an electrical repair business The 
agreement provided that monthly salaries of $500 and $600 be allowed 
Dodge and Ford, respectively Interest at 5% on the original investments 
was to be allowed, after which the profit or loss was to be distributed 
equally The adjusted trial balance at the end of the first year of business 
was as follows (capital accounts represent the original investments): 


Cash 

14,350 


Accounts Recen able 

10,000 


Prepaid Insurance 

Notes Payable 

450 

3,000 

Frank Dodge, Capital 

Frank Dodge, Personal 

6,000 

10,000 

Donald Ford, Capital 

Donald Ford, Personal 

7,200 

5,000 

Sales 

Operating Expenses 

60,000 

80,000 


98,000 

98,000 


Instructions (1) Prepare a profit and loss statement including distnbu- 
tion of net income to partners 

(2) Prepare a balance sheet 

(3) Prepare a statement of partners’ capital accounts 

(4) What amounts do the partners report on their income-tax returns* 
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PARTNERSHIP REORGANIZATION AND DISSOLUTION 


admission OF A new The admission of a new partner to a going 
PARTNER partnership must be made with the consent 

of all the other partners in the business. Furthermore, new' articles of 
copartnership that include the future profit-and-loss ratio for the 
partners, as w r ell as all other necessary provisions applicable to the 
undertaking, must be drawm. A new r partner may be admitted to a 
partnership as the result of (a) the purchase of an interest in the 
proprietorship or (b) an additional investment in the partnership. 
When an interest in the partnership is purchased, the proprietorship 
of the new' partner is obtained from one or more of the old partners. 
When an interest is obtained through an investment, the total assets 
of the firm are increased by the property invested by the new' partner. 

admission OF A When a share of the proprietorship in a 
rw A cp E oc B IJ l mTPDccT partnership is sold, the assets and the liabili- 

ties of the firm remain unchanged. The 
amount received for the new partner’s interest in the proprietorship is 
not recorded on the partnership books. The chief result of the trans- 
action is a transfer of a part of the proprietorship to the new partner. 
Whatever interest the new 7 partner acquires must come from the capital 
of the selling partner or partners. For example, John Irwin and Henry 
Vester are partners, each having a proprietorship of $20,000. They 
sell to George Malden a one-fourth, or $10,000, interest in the partner- 
ship. The amount of this new' interest is to represent equal reductions 
in the capital accounts of the old partners. Since the two old partners, 
instead of the partnership, receive the payment made by Malden, the 
only entry required in the books of the firm is: 


Feb. 1 John Irwin, Capital. . . 5,000 

Henry Vester, Capital 5,000 

George Malden, Capital 10,000 


To record the sale of a one-fourth inter- 
est to George Malden. 

This entry does not record the amount paid by Malden to the two 
partners for the one-fourth interest. If the partnership had been very 
profitable and Malden had been very desirous of obtaining the interest, 
he might have paid considerably more than $10,000 to the two partners. 
Or if the two partners had been eager to add Malden to the partnership, 
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they might have sold him the interest for less than $10 000 The price 
paid by Malden to Irwin and Vester is a private transaction not 
entered on the partnership records 


admission of a A new partner may be admitted into the 
^NVE^TMENT AH partnership by making an investment In 

this case the new partner does not buy an 
interest from the other partners he makes a new contribution to the 
business and the proprietorship is thereby increased For example 
C R Albers and O M Kemper are partners each having a proprietary 
interest of $8 000 On October 1 J K Payne in\ ests $4 000 in cash 
in the business For this investment he is to receive a proprietorship 
in the business equal to his investment The entry m general journal 
form to record this transaction is 

Oct 1 Cash 4 000 

J K Payne Capital 4 000 

To record the in\estment ol J K. 

Payne 


Payne has a one fifth interest m the proprietorship which now 
totals $20 000 It should be noted however that a one fifth interest 
in the partnership does not mean that Payne is entitled to one fifth 
of the profits unless the partnership agreement states that profits are 
to be divided in the ratio of the original investments Payne will share 
profits equally with the other partners in the absence of any agreement 
regarding the division of profits For example if profits amount to 
$lo 000 and the new partnership agreement is silent on profit sharing 
each partner will receive $5 000 But if profits are to be shared ac 
cording to investments then Albers and Kemper will receive $6000 
each and Payne will receive $3 000 

If instead of m\ esting cash m the business of Albers and Kemper 
Payne transfers the property and the liabilities of a business that he 
has been operating an account must be debited for each of the assets 
taken over an account must be credited for each of the liabilities 
assumed by the firm and Payne s capital account must be credited 
for the difference which is his proprietorship in the new business. 

For example if Payne invests a $5 500 building on a $1 500 lot, 
subject to a $3 000 mortgage the entry to record his investment is 


Oct l Building 
Land 

Mortgage Payable 
J K. Payne Capital 
To record the investment of J K. 
Payne. 


5 500 
1 500 


3 000 

4 000 
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ANCE S FOR goodwill The vaIue of a S oin S partnership concern 
TO FORMER partners exceed the book value of the proprietor- 
ship. Under such conditions a new partner 
would need to invest more than the amount of the partnership interest 
he is to receive. The surplus investment of the new partner may be 
credited to the old partners, as explained in case (1) below; or it may 
cause the recording of goodwill as explained in case (2). The method 
used will depend upon the agreement among the parties. 

(1) Recording a Bomts. For example, R. B. Clark and A. 0. Rust 
form a partnership, each investing $6,000 in cash. After a few years 
the firm of Clark and Rust becomes quite prosperous. A sufficient 
amount of the profits has been added to the partners’ capital accounts 
to make the credit balance of each $13,500. William Keane wishes to 
join the partnership and is willing to invest $15,000 in cash and to 
accept a one-fourth interest for this amount, although his investment 
is greater than that of either of the other two partners. After the new 
investment of $15,000 is added to the old proprietorship of $27,000, the 
new proprietorship will total $42,000. A one-fourth interest in a $42,000 
proprietorship is $10,500. Since Keane is investing $15,000 in cash 
for a $10,500 interest, he is, in effect, paying the old partners a bonus 
of $4,500 to become a member. The entry in general journal form made 
upon the admission of Keane on January 2 is: 


Jan. 2 Cash . . 15,000 

William Keane, Capital. 10,500 

R. B. Clark, Capital. 2,250 

A. O. Rust, Capital. . . .. 2,250 


To record the admission of William 
Keane as a partner upon the invest- 
ment of $15,000 in cash. 

The capital account of Clark and that of Rust are credited with 
one half of the bonus, for the partners share equally in profits and 
losses. If, for example, the articles of copartnership of Clark and Rust 
had stated a fixed profit-and-loss ratio of 60 per cent for Clark and 
40 per cent for Rust, the excess contribution of Keane would have 
been divided as follows: Clark, $2,700; Rust, $1,800. The bonus 
received is always divided among the former partners in the profit- 
and-loss ratio that was used before the admission of the new partner. 

(2) Recording Goodwill. The preceding entry records the trans- 
action satisfactorily, but Keane may object to haring his capital shown 
as $10,500 when he has actually invested $15,000. He is, however, 
satisfied with a one-fourth interest in the finn. An alternate method of 
recording the investment will avoid tins objection. 
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It can b° seen that since Keane is willing to invest §15 000 fc r a 
one-fourth interest the value plaeed on the partnership is §60000 
that is four times his investment. The value of the partnership with 
out the additional investment is therefore §45 000 which is §18 000 
in excess of the proprietorship shown b\ the partnership accounts. 
If Keane is willing to mi est §15 000 for a one-fourth interest the firm 
must possess certain nghts privileges or advantages that are of great 
value. Such nghts privileges or advantages are assets but they are 
different from the other assets m that thev are not tangible and onh 
n?.nl\ have value to the business only as a going concern They are 
therefo-e called intangible assets and are shown on the balance sheet 
under this heading The most common m this classification is goodwill 
Goodwill has been defined by the Treasury Department of the United 
States Government as th° value attached to a business over and 
above the value of the physical property ’ Goodwill anses when «. 
business wins the fat or of its customers to such an extent that the 
customers will probabh return to trade in the future 

It is not considered desirable to record goodwill as an as&et unless 
it has been purchased or sold. In the example used previously, Keane 
is willing to imest $lo 000 for a one-fourth interest m a partnership 
haiing a capital of §27 000 In this case it is permissible to record the 
asset goodwill at an amount sufficient to increase the capital of the 
forener partners so that the investment of §15 000 made by Keane 
will represent one fourth of the total proprietorship The combined 
capital of the two former partners must therefore be increased from 
§27 000 to §45 000 The amount of the increase §18 000 represents 
the value of the goodwill Goodwill is set up as an asset and its value 
is divided between the former partners m the ratio m which they 
p~evioush shared profits and losses. Since Clark and Rust share 
profits and losses equalh the entries in general journal form made 
in the books of the new partnership upon the admission of Keane are 
Jan. 2 Goodwill 18 QQQ 

R. B Clark, Capital 9 000 

A. O Rust, Capital 9900 

To record the asset goodwill and thus 
to increase the capital of Clark and 
Rust to three fourths of the total 
proprietorship after the admission of 
Keane. 


2 Cash 

"William Keane Capital 
To record the investment of Keane 
which is to represent one fourth of the 
total proprietorship 


15 000 


15 000 
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DETERMINING THE When goodwill exists in a going business and 

AMOUNT OF GOOD- becomes an item in the investment of a new 

partner, there should be a recognized pro- 
cedure for determining its amount. Various ways of measuring the 
amount of goodwill exist. Two methods will be mentioned. (1) The 
value of goodwill may be estimated by the capitalization of the excess 
profits. For instance, if the capital of a business is $50,000, a yearly 
return of 10 per cent, or $5,000, may be normal. If the average yearly 
profit, however, is $7,000, $2,000 represents the excess profit. The 
goodwill may be determined by capitalizing the $2,000 excess profit; 
that is, by dividing $2,000 by 10 per cent, the normal rate of profit. 
The result, $20,000, is the estimated value of the goodwill. In other 
words, the investment in this business might be $70,000, and still a 
10 per cent return would be made on the capital. (2) The value of 
goodwill may be estimated to be equal to the excess profit of several 
years. If an excess yearly profit of $2,000 is expected for at least the 
next five years, the goodwill may be estimated at $10,000 (5 times 
$ 2 , 000 ). 


bonus OR allow- In some cases the capital account of a new 

to < new 5 partner W,LL P artner ma 7 be credited with an amount in 

excess of his investment. Either of two 
methods is commonly used w'hen a partner is admitted on such a basis. 
The method to be used will depend upon the agreement among the 
parties. 

(1) Recording a Bonus. Suppose that A. B. Arnold and C. D. Harris 
are partners with proprietary interests of $10,000 and $15,000 respec- 
tively. The firm needs additional capital and the services of W. R. 
Kroger, an expert in its type of business. The two partners therefore 
offer Kroger a one-third interest in the partnership if he will invest 
$8,000 in cash. If the capital account of Kroger is credited for the 
amount of his investment, $8,000, the total proprietorship will be 
$33,000. The books should show, however, that his share is one third. 
Therefore, the partners allow' him a bonus of $3,000, which is trans- 
ferred from their capital accounts in the profit-and-loss ratio. Kroger 
then has a one-third, or $11,000, interest in the total proprietorship of 
$33,000. Since Arnold and Hands formerly shared profits and losses 
equally, the entries in general journal form made upon the admission 
of the new’ partner are: 


Nov. 1 Cash 8,000 

W. R. Kroger, Capital 8,000 


To record the cash investment of 
Kroger. 
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Nov 1 A B Arnold Capital 1 500 

C D Ham3 Capital 1 500 

W R Kroger Capital 3 000 

To adjust the capital accounts so that 
the account of Kroger will show his 
one third interest in the partnership 

This method decreases the proprietorship of the two original part 
ners It is assumed however that the investment of Kroger and the 
service that this partner will render to the firm will in the long run 
more than offset the present disadvantage 

2) Recording Gooduill The partners may not wish to have their 
capital reduced Since the admission of Kroger is expected to react 
favorably on the firm the old partners may prefer to set up goodwill 
and to credit the capital account of the new partner with an amount 
that will increase his proprietary interest to one third of the total 
capital As the combined capital of the tw o former partners is $25 000 
which represents two thirds of the proprietorship of the new partner 
ship the capital account of Kroger must have a credit balance of 
$12 500 Since Kroger invests $8 000 the goodwill account is debited 
for $4 500 and his capital account is credited for the same amount 
The entries m general journal form made m the books of the new part 
nership upon the admission of Kroger are 

No\ 1 Cash 8 000 

W R Kroger Capital 8 000 

To record the cash in\estment of 
Kroger 

1 Goodwill 

W R Kroger Capital 
To record the asset goodwill and thus 
to increase the capital of Kroger to 
one third of the total proprietorship 

REVALUATION QE 'toflsnh/iaT.ed- an 

dation ON CONSOU " examination of the assets may show that 
certain assets are recorded on the books at 
more or less than their real values Before any entries are made m the 
books of the new organization the records of each business that is 
being consolidated should be made to show the actual values of the 
assets according to the partnership agreement 

For example the sole proprietorship conducted by Carl Walsh and 
the partnership of Sn\der and Fisher are to be consolidated Upon 
an examination of the assets of Walsh it is found that an additional 
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allowance of $300 for bad debts should be established and that the 
present value of the merchandise inventory is $450 more than the 
book yalue. Upon an examination of the assets of Snyder and Fisher, 
it is found that the building has a present market value of $5,000, which 
is $1,000 above the book value. 

The entry made on the books of Walsh to record the revaluation 
of his assets is shown below: 

July 31 Merchandise Inventory 

Reserve for Bad Debts 
Carl Walsh, Capital 
To adjust the reserve for bad debts 
and the merchandise inventory so that 
their real values will be recorded. 

The entry made on the books of Snyder and Fisher to adjust the 
value of their building is as follows. (The journal entry is based on the 
assumption that profits and losses are shared equally by the partners.) 


July 31 Building 1,000 

Frank Snyder, Capital 500 

Robert Fisher, Capital . . . 500 


To adjust the building amount, which 
has been too low. 

After these correcting entries have been made and posted, the 
opening entries of the partnership, based on the new values, are made 
in the usual manner. 

effect OF dissolution Dissolution terminates the agreement that 
upon A partnership g ave ^ partnership existence, but it does 

not necessarily mean the discontinuance of the business. The ad- 
mission of a new partner or the consolidation of the partnership with 
another firm is an act of dissolution. The partnership agreement is 
void; but new articles of copartnership may be prodded to define the 
altered relationship between the partners, and the business may 
continue without interruption. Frequently, however, a partnership 
may wind up its affairs after dissolution and go out of existence. Some 
of the problems that may arise upon the dissolution of a partnership 
will now be discussed. 


300 
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retirement OF A When a member retires from a partnership, 
partner hj s interest may be purchased by one of the 

other partners. The entry required in such a case is a debit to the 
proprietorship account of the one who is retiring and a credit to the 
proprietorship account of the other partner. This entry is made regard- 
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less of the amount paid for the interest of the retiring partner, since 
the payment represents a transaction between two individuals and 
consequently does not affect the records of the partnership 

If, upon retirement, a partner withdraws assets of the business, the 
assets may be (1) equal in value to his proprietorship, (2) greater in 
value than his proprietorship, or (3) less m value than his proprietor- 
ship 

If the assets are equal to his proprietorship, it is necessary only to 
debit his proprietorship account and to credit the accounts with the 
assets 

If, because of the unusually prosperous condition of the firm, or 
for any other reason the retiring partner is given assets greater in 
value than the book value of his proprietorship, the total proprietorship 
of the other partners is decreased For example, Gilbert, Nurre, and 
Hunt are equal partners in a business having a total proprietorship of 
$45,000 Nurre wishes to withdraw from the partnership, but the 
business has been so unusually prosperous that he is not willing to give 
up his interest for $15,000, its book value The partners agree to 
permit him to withdraw $18,000 as his share of the business The 
entry in general journal form on May 31 to record this withdrawal is 

May 31 Frank Nurre, Capital 15,000 

John Gilbert, Capital 1,500 

Peter Hunt, Capital 1,500 

Cash 18 000 

To record the withdrawal of Nurre, 
who was allowed $18,000 for his inter- 
est in the business 

Under certain circumstances a partner may be wiling to withdraw 
from a partnership and to accept assets of less worth than the book 
value of his interest Dillon, Rowe, and Wallace are equal partners 
in a business having a net proprietorship of $27,000 Rowe is anxious 
to withdraw, but he realizes that if he forces a sale, the assets will not 
bring their book value He is therefore willing to accept $8,000 in 
cash, which is $1,000 less than the book value of his interest The 
entry m general journal form to record the withdrawal is 

Aug 31 C R Rowe, Capital 
Cash 

H P Dillon, Capital 
R F Wallace, Capital 
To record the withdrawal of Rowe 
who was allowed $8,000 for his in 
terest in the business 
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DEATH of A partner since the death of a partner automatically 

dissolves the partnership, the books should 
be closed immediately and the profit or the loss since the last closing 
date should be determined and distributed in accordance with the 
partnership agreement. The balance of the capital account of the 
deceased may then be transferred to a liability account with the estate. 
The surviving partners may draw up new articles of copartnership and 
either continue in the business by themselves or admit a new partner. 

liquidation OF A When a partnership is to cease operation and 
partnership liquidation is to take place, it is necessary 

first to ascertain the net profit or the net loss to date and to distribute 
it to the partners’ accounts so that the net proprietorship of each 
partner will be shown. It is necessary then to convert the assets into 
cash. When cash has been realized, it is applied in the following 
manner: 

1. To pay creditors. 

2. To return the capital belonging to the partners. 

The process of liquidation is illustrated by the following example. 
Read, Howard, and Hurley are partners who divide profits in the ratio 
of 50 per cent, 30 per cent, and 20 per cent respectively. They decide 
to dissolve the partnership on June 30. The books are closed prepara- 
tory to liquidation, and a balance sheet is prepared. A condensed 
form of the report is shown below: 


Assets 


Total Assets 


READ, HOWARD, AND HURLEY 
Balance Sheet 
June 30, 1950 



32,000 

Liabilities .... 
Proprietorship: 

R. S. Read, Capital. . 

O. A. Howard, Capital. 

P. M. Hurley, Capital . . 

I ! 

2,000 

10,000 

10,000 

10,000 


32,000 

Total Liab. and Prop. 

32,000 



The assets are sold for $42,000; the profit on the sale of the assets 
is distributed in the profit-and-loss ratio; the liabilities are paid; and 
the remainder of the cash is then distributed according to the invest- 
ments of the partners. 
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The entries m general journal form on June 30 to record these 
transactions are 


June 30 Cash 42,000 

Assets 32 000 

Loss and Gain on Sale of Assets 10000 

To record the sale o! the assets 

30 Loss and Gam on Sale of Assets 10,000 

R S Read, Capital 5 000 

O A. Howard Capita! 3 000 

P M Hurlej, Capita! 2000 

To distribute the profit from the sale 
of the assets to the partners’ capital 
accounts in the profit and-loss ratio 

30 Liabilities 2,000 

Cash 2,000 

To record the paj ment of the liabili- 
ties 

30 R S Read, Capital 15.000 

O A Howard Capital 13,000 

P M Hurle> Capital 12,000 

Cash 40 000 


To distribute the remaining cash ac- 
cording to the balance of the partners’ 
capital accounts 


If a loss had resulted from the sale of the assets, it would have 
been divided among the partners in the profit and loss ratio before 
an\ pavment was made to the partners on their investment 

For instance, assume that the assets of Read, Howard, and Hurley 
are sold for onlj $22,000 The entnes in general journal form are shown 
below 

June 30 Cash 

Loss and Gam on Sale ol Assets 
Assets 

To record the sale of the assets 

30 R S Read, Capital 
O A Howard, Capital 
P M Hurley, Capital 
Loss and Gam on Sale of Assets 
To distribute the loss on the >ale of 
the assets to the partners’ capital ac- 
counts m the profit-and loss ratio 

30 Liabilities 
Cash 

To record the payment of the liabili- 
ties 


22,000 

10,000 


5.000 

3.000 

2.000 


2,000 


2,009 
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30 R. S, Read, Capital 5,000 

O. A. Howard, Capital 7,000 

P. M. Hurley, Capital ... 8,000 

Cash...... 20,000 

To distribute the remaining cash ac- 
cording to the balances of the part- 
ners’ capital accounts. 

The part of a loss charged to the capital account of a partner may 
sometimes be greater than the partner’s investment. The debit balance 
of the capital account will therefore represent an amount owed to the 
other partners. The remaining cash will not be sufficient, however, to 
pay the other partners until the partner whose account has a debit 
balance pays the amount that he owes. In this case cash should be 
distributed in such a manner that, if the partner is unable to pay, the 
others will bear this additional loss in the profit-and-loss ratio that 
exists between themselves. To illustrate, assume that the assets of 
Read, Howard, and Hurley realize only $7,000. The entiles in general 
journal form are as follows: 


June 30 Cash 7,000 

Loss and Gain on Sale of Assets 25.000 

Assets 32,000 

To record the sale of the assets. 

30 R. S. Read, Capital 12,500 

O. A. Howard, Capital 7,500 

P. M. Hurley, Capital 5,000 

Loss and Gain on Sale of Assets 25,000 

To distribute the loss on the sale of 
the assets to the partners’ capital ac- 
counts in the profit-and-loss ratio. 

30 Liabilities 2,000 

Cash. - • 2,000 

To record the payment of the liabili- 
ties. 

30 O. A. Howard, Capital 1,000 

P. M. Hurley, Capital 4,000 

Cash • - 5,000 

To distribute the remaining cash to 
Howard and Hurley so that the bal- 
ance in their accounts will be in the 
profit-and-loss ratio of 3/5 and 2/5. 


Before the last journal entry was made, the capital accounts of the 
partners had the following balances: R. S. Read. $2,500 (debit); 
O. A. Howard, $2,500 (credit); and P. M. Hurley, $5,000 (credit). 
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Onh $5 000 is cash was available ftr distribution to Horara £ud 
Hurley whose net capital totaled $7,500, but $2 500 was duo Jroa 
Head. Ho * ard and Hurlei considered Read s debt to the partnership 
as a possible loss and divided it among themseh es on the basis of tW 
p'-ofit-and loss ratio of 30 per cent and 20 per cent, or 3/5 and 25 
respectneh Howard recej\ ed $1 000 in cash C$2 500 capital - $l,o00 
possible lo^s) and Hurbn recened $4 000 C$5000 capital -$1009 
possible lossj The capital account of Howard now has a credit balance 
of $1/300 that of Hurley, a credit balance of $1,000 B> distributing 
cash in this manner the partners will absorb the $2,500 loss id their 
p-oflt-and loss ratio if thei cannot collect from Read. Read s ddr 
balanje should not b» closed mto the capital accounts of the other 
partners until it is definite! % found that collection from Read is im- 
possible If collection is made on Juh 10, the following entries which 
are sho/n in general journal fo-m, will close the rest of the accounts 
m the Wger of the partnership 


Juh 10 Cash 2 500 

P S Pead, Capital 2,o00 

To re^o-d the ca*h recen f<i from Read 
to pa> his indebtedness to Howard 
a-d Hurfe\ 

10 O A Howard, Capital 1500 

P M Hurl^N Cap tal 1 000 

Cash 2 500 

To distribute the ca*b recened from 
Read according to the balances of the 
other capital accounts 


SIGNIFICANCE of the The partners ma> agree to distribute profits 
ACCOUNTS CAP,TAL and losses in anj waj the} wish irrespective 
of their capital interest in the partnership 
although as ahead i explained one basis of distribution is the invest- 
ments of the partners Although the partners' int estments mai not 
affect the division of profits and losses the\ will determine the amount 
of the claims that the partners maj hai e upon the assets when tb p 
partne'-ship is dissoh ed for anj reason. 


QUESTIONS 

1 If Quiglej sells to Willard his interest in the partnership of 
and Pittman, what entry is required m the partnership books’ H 063 
it reflect the selling pnee’ Explain. 
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2. If the partnership of Jansen and Clement takes over a building owned 
by Clement that cost him $20,000 but that is valued for the partnership 
at $30,000, should goodwill be debited for $10,000? Explain. 

3. Tiemann and Lyons are partners having equal interests in a $10,000 
partnership. Rogers invests $8,000, and receives a one-third interest in 
the partnership. Give journal entries showing two methods of recording 
the admission of Rogers. 

4 . Duffy and Wilcox are partners with investments of $10,000 and $15,000 
respectively. Duffy receives two thirds of the profits; Wilcox, one third. 
Carter invests $10,000 and is given a one-fifth interest in the partnership, 

(a) Give journal entries showing two methods of admitting Carter to the 
partnership, (b) Assume that Carter invests $8,000 and is given a one- 
third interest. Give journal entries. 

5. Adams and Baker are partners having investments of $16,000 and 
$8,000 respectively and sharing profits and losses equally. Give the 
journal entry for the admission of Donald as a partner under each of the 
following conditions: 

(a) Donald pays Adams $10,000 for one half of his interest. 

(b) Donald is given a one-third interest for an investment of $18,000 
(bonus method). 

(c) Donald pays Adams and Baker $6,000 each for a one-third interest 
in the partnership. 

(d) Donald invests $6,000 and receives a one-fourth interest (goodwill 
method). 

6. James, Roy, and Towne start a partnership on January 2. James 
invests $12,000; Roy, $8,000; and Towne, $4,000. On December 31 they 
decide to dissolve the partnership. After paying their debts, they have 
$6,000 in cash. How much should be paid to each partner? 

7. An accounting writer has referred to goodwill as a “master valuation 
account.” Considering “valuation accounts” as presented in Chapters 
XIII and XIV and “goodwill” as presented in this chapter, do you agree 
with this statement? 

8. William Lindell and Arthur McNeil are partners with capital invest- 
ments of $15,000 and $10,000 respectively. They share profits and losses 
in proportion to capital investments. Walter Greenup is to be admitted 
as a partner. Record in journal form the entries necessary to show the 
admission of Greenup under each of the following conditions: 

(a) Greenup invests $25,000 and receives a one-half interest in the part- 
nership. 

(b) Greenup invests $20,000 and receives a one-half interest in the part- 
nership. (Do not use goodwill.) 

(c) Greenup invests $20,000 and receives a one-third interest in the 
partnership. (Show goodwill.) 
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(d) Greenup buys one half of the interest of each partner, paying LanieB 
$9 000 and McNeil $6 000 respectively 

(e) Greenup buys one third of Lmdell a interest for $6 000 and one half 
of McNeil s interest for 26 000 

(f) Greenup inv ests $25 000 and receiv es a one-third interest m the 
partnership (Use goodwill ) 


PROBLEMS 

1 Miller and George are partners sharing profits 80% and 20% respec 
tively On January 2 their interests m the firm are as follows Miller 
$12 000, and George, $4 000 Henry is admitted as a partner upon the 
investment of $5,000 in cash 

Instructions Record the investment bv Henrv in genera! journal form 
under the following conditions 

fl) Henry is given a one third interest, goodwill being recorded 

(2) Henry is given a one-third interest, a bonus being allowed to the new 
partner 

(3) Henry is given credit for the actual investment made 

4) Henry is given a one seventh interest, goodwill being recorded 

(o) Henry is given a one seventh interest, a bonus being allowed to the 
old partners 

2 On December 31, Grant is retiring from the partnership of Bogert, 
Freedman, and Grant, who share profits equally The balance sheet on 
that date is given below 


BOGERT FREEDMAN AND GRANT 
Balance Sheet 

December 31 19 


Cash 

20 000 

Liabilities 

5 000 

Other Assets 

30 000 

Bogert, Capital 

Freedman, Capital 

Grant, Capital 

20 000 
15 000 
10 000 

Total Assets 

50 000 

Total Liab and Prop 

50 000 


Instructions Construct general journal entries for Grant's withdrawal 
under the following circumstances 

(1) Grant sells his interest to Bogert, he receives Bogerts personal note 
for $9 000 

(2) Grant sells his interest to Rhine, whom Bogert and Freedman haie 
agreed to accept as a partner for $12 000 cash 
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(3) Grant accepts $3,000 less than the book value of his interest and is 
paid in cash by the remaining partners. 

(4) Grant withdraws $8,000 in cash and accepts a note from Bogert and 
Freedman for the remainder, equal in total to his proprietorship. 

(5) Grant withdraws $S,0 00 in cash and $4,000 in other assets in exchange 
for his interest. 

3. The balance sheet of the firm of A, B, and C just prior to liquidation 
is as follows: 


A, B, AND C 
Balance Sheet 
June 30, 19. _ 


Cash 

5,000 

Liabilities 

16,000 

Other Assets 

45,000 

A, Capital 

20,000 



B, Capital 

10,000 



C, Capital 

4,000 

Total Assets 

50,000 

Total Liab. and Prop. 

50,000 


A, B, and C share profits in the ratio of £, and £. 


Instructions: Prepare general journal entries to record the liquidation 
under each of the following circumstances, considered individually: 

(1) If all of the other assets are sold for $50,000. 

(2) If all of the other assets are sold for $35,000. 

(3) If all of the other assets are sold for $20,000. 

4. The partnership of Morris and William has the following post-closing 
trial balance on December 31 of the current year: 

MORRIS AND WILLIAM 
Post-Closing Tkial Balynce 

December 31, 19-- 





Cash 

Accounts Receivable.. 

Merchandise Inventory . 

Equipment ... 

Res. for Depr. of Equipment 

Accounts Payable . . . 

Frank Morris, Capital , . 

Walter William, Capital 

1 

, 11.000 
20,000 
12,000 
6,000 

1.500 

3.500 

23.000 

21.000 


- " 



49,000 

49,000 


It is agreed that a new partner, Robert Shiller, is to be admitted to 
the partnership. 
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Instructions (1) Prepare general journal entne3 to correct the boob <j{ 
Morns and William before the new partnership was formed In mating the 
corrections, assume that Moms and William share benefits equally Th e 
corrections are 

(a) A reserve for bad debts amounting to 5% of receivables la to be setup 

(b) Merchandise in the amount of $2,000 is found to be obsolete and 
unsalable 

(c) Various unpaid vouchers amounting to $400 were not included m 
accounts pavable at December 31 

(2) Prepare a new post-closing trial balance for the balance for the part 
nerslup of Morns and William after the foregoing corrections 

(3) Record the admission of Robert Shiller as a partner, using the bonus 
method Shiller invests cash, $5,400, merchandise, $15,000, equipment, 
$5,000 He is to receive a one-third interest in the partnership and the profits 

(4) Prepare a balance sheet for the new partnership of Moms, William, 
and Shiller as of January 1 of the following year. 
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Part 1 

Preliminary Instructions. The purpose of this practice set is to provide 
material that requires the application of the principles discussed in pre- 
ceding chapters. The set is divided into two parts. Part 1 includes the 
transactions for July of a partnership that operates a retail paint busi- 
ness. Part 2, which follows Chapter XXIV, includes the transactions for 
August of the same business. The business is incorporated on August 1. 

Although the transactions are typical of those completed by a retail 
paint business, the purpose of the set is not to illustrate the methods and 
the records of a particular type of business, but rather the general princi- 
ples followed by all businesses. 

The books of original entry consist of: 

(1) A general journal with columns headed General Dr., General Cr., 
Accounts Receivable Cr., Social Security Taxes Dr., Federal Old-Age 
Benefit Tax Payable Cr., State Unemployment Tax Payable Cr.. 
and Federal Unemployment Tax Payable Cr. 

(2) A sales journal similar to the one illustrated on page 328. 

(3) A cash receipts journal with columns headed General Ledger Cr., 
Accounts Receivable Cr., Sales Cr., Sales Tax Payable Cr., Sales 
Discount Dr., and Cash Dr. 

(4) A voucher register similar to the one illustrated on pages 276 and 277. 

(6) A check register with columns headed Vouchers Payable Dr., Pur- 
chases Discount Cr., F.O.A.B. Tax Payable Cr., Federal Income Tax 
Withhold Cr., and Cash Cr. 

(6) A petty cash book similar to the one illustrated on page 259. 

(7) A note receivable register similar to the one illustrated on pages 262 
and 263. 

(8) A note payable register similar to the one illustrated on pages 264 and 
265. 

At, the end of the month the posting is to be proved by a trial balance, 
and schedules of the accounts receivable and the unpaid vouchers are to 
be prepared. In addition, an eight-column work sheet, a balance sheet, 
and a profit and loss statement are to be prepared; the accounts are to be 
adjusted and closed; a post-closing trial balance is to be taken; and revers- 
ing entries are to be recorded as of the first day of the nex't month. 

In actual practice, cash would be proved, a deposit made, and the 
individual accounts posted on each day. Because of the comparatively 
small number of transactions in the set, however, this work will be com- 
pleted only at the times indicated in the narrative of transactions. 
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The general ledger accounts to be used are 


Cash 

Petty Cash 
Notes Receivable 
Interest Receivable 
Accounts Receivable 
Reserve lor Bad Debts 
Merchandise Inventory 
Store Equipment 

Reserve for Depreciation of Store 
Equipment 
Delivery Equipment 
Reserve for Depreciation of Delivery 
Equipment 
Office Equipment 

Reserve for Depreciation of Office 
Equipment 
Building 

Reserve for Depreciation of Building 
Land 

Store Supplies 

Office Supplies 

Prepaid Insurance 

Prepaid Interest on Notes Payable 

Notes Payable 

Interest Payable 

Vouchers Payable 

Federal Old-Age Benefit Tax Payable 
Federal Unemployment Tax Payable 
State Unemployment Tax Payable 
Federal Income Tax Withheld 
Sales Tax Payable 
Accrued Payroll 
Federal Income Tax Payable 
Property Taxes Payable 
Mortgage Payable 
A C Adams Capital 
A C Adams Personal 
M R Parker, Capital 
M R Parker Personal 
Preferred Stock 6% 


Common Stock 

Premium on Preferred Stock 

Earned Surplus 

Profit and Loss Summary 

Sales 

Sales Returns and Allowances 

Purchases 

Freight In 

Purchases Returns and Allowances 
Sales Salaries 
Advertising Expense 
Depreciation of Store Equipment 
Store Supplies Used 
Expired Insurance on Merchant! se 
Expired Insurance on Store Equp 
ment 

Miscellaneous Selling Expense 
Delivery Salaries 

Depreciation of Delivery Equipment 
Expired Insurance on Deliver) 
Equipment 

Miscellaneous Delivery Expense 
Repairs on Building 
Depreciation of Building 
Expired Insurance on Building 
Property Taxes 
Officers Salaries 
Office Salaries 
Social Security Taxes 
Rent Expense 

Depreciation of Office Equipment 
Office Supplies Used 
Expired Insurance on Office Equip 
ment 

Loss from Bad Debts 
Miscellaneous General Expense 
Purchases Discount 
Interest Income 
Sales Discount 
Interest Expense 


Instructions (1) Open the general ledger accounts numbering the pages 
consecutively Not all of these accounts will be used during the first month of 
this practice set, but all should be opened at this time 

The balance sheet of June 30 of Adams & Parker, who operate a retail 
paint business, is as given on the following page 
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ADAMS & PARKER 
Balance Sheet 
June 30, 19— 



Assets 

jl" 




Current Assets: 

j 




Cash 

1 3,117 

15 1 



Notes Receivable 

950 

oo ! 



Interest Receivable 

i 7 

54 ! 



Accounts Receivable 3,358.90 

If 

( 



Less Reserve for Bad Debts. ... 112 09 

3,246 

si j 




Merchandise Inventory 

32,738 

25 1 




Total Current Assets 


! 

1 40,059' 

75 


' Fixed Assets: 

1 ! 

:: 



Store Equipment 1,500.00 






Less Reserve for Depreciation 300.00 

1,200 

00 




Delivery Equipment 1,200.00 






Less Reserve for Depreciation 480.00 

720 

00 




Office Equipment 700.00 






Less Reserve for Depreciation 210.00 

490 

00 1 



Total Fixed Assets 


( • 

2,410 

00 


Deferred Charges to Expense: 

■ 





Store Supplies i 

160 

00 




Office Supplies 

90 

TO 




Prepaid Insurance 

70 

|00 




Total Deferred Charges to Expense. 

i 


320 

;oo 


i Total Assets 

! 


42,789) 

75 


Liabilities 

I 

1 

’ 




Current Liabilities: 


. 




Notes Payable 

1,550 

00 




Interest Payable 

7 

89 




Vouchers Payable ! 

4,724 

90 




Federal Old-Age Benefit Tax Payable 

127 

40 




Federal Unemployment Tax Payable. 

38 

22 




State Unemployment Tax Payable 

171 

99 



Federal Income Tax Withheld 

237 1 

90 

1 


Sales Tax Payable 

| 224j 

85 





■ 


7,083 

15 


Proprietorship 

i 


i 



A. C. Adams, Capital 

i 17,S53 

30 

j 



M. R. Parker, Capital 

1 7,853 

30 

| 



Total Proprietorship ' 

j 

i 

: 35,706 

60 


Total Liabilities and Proprietorship j 

i 

. ! 


| 42.7S9 

75 


Instructions: (2) Make the opening entry in the General Dr. and Cr. 
columns of the general journal from the balance sheet. Post the entry. 


370 


ACCOUNTING PRINCIPLES 


The customers’ accounts in the accounts receivable ledger are as 
follows 

T W Burke, 1330 Meier St , City 

H V Caldwell, Elmwood 

Carter Construction Co , 835 Chapel St , City 

Damon Building Co , 122 Somerset, City 

George W Emerson, 561 Carlisle, City 

J R Ferns, 411 Forest Ave , City 

C W Harmon, 8100 Beech Dnve, City 

Hames Construction Co , Ludlow 

Kennedy Contracting Corporation, 221 Lyons St , City 

Robert J Kirk, 1974 Sutter St , City 

Henry B Lange, 910 Mound Ave , City 

Roy D Lucas, 3950 Delmar St , City 

Masters Housing Corporation, 2723 Euclid St , City 

Meade Wall Paper & Paint Co , 4028 Eastern Ave , City 

Nelson Homes Co , 838 Park St , City 

Walter T Perry, Hamilton 

William W Ragan, 125 W Robbins, City 

L E Snider, Hamilton 

E A Tate 409 Pike Ridge, City 

Fred M Warren, 3019 Alpine St , City 

Instructions (3) Open the accounts m the accounts receivable ledger, 
arranging the accounts in alphabetic order 


The details of accounts receivable on June 30 are 


Name 

Terms 

Date of 
Unpaid 

Sales 

SALE3 

Tax 

T W Burke 


Invoice 

June 21 

$195 30 

$ 391 

H V Caldwell 


June 13 

175 00 

3 50 

Carter Construction Co. 

2/10 

June 26 

312 75 

626 

Damon Building Co 

2/10 

June 23 

292 86 

5 86 

George W Emerson 


May 31 

137 45 

275 

J R Ferns 


June 6 

175 00 

3 50 

Haines Construction Co 

2/10 

June 25 

261 00 

522 

C W Harmon 

June 25 

112 50 

22a 

Kennedy Contracting Corp 

2,-10 

June 24. 

279 45 

5 59 

Robert J Kirk 


June 1 

155 75 

312 

Roy D Lucas 

Masters Housing Corp 

2 A0 

Mar 15 
June 26 

105 00 
202 95 

4 06 

Meade Wall Paper £ Paint Co 

2 10 

June 25 

220 95 

4 42 

Nelson Homes Co 

2/10 

June 24 

337 50 

6 75 

Walter T Perry 

L E Srnder 

Fred M Warren 

June 18 
June 18 

Feb 6 

100 75 
200 00 
37 50 

$3,301 71 

? 5719 
3,301 71 


Total Accounts Receivable $3,358 90 
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Instructions: (4) Record the balances in the appropriate customers’ ac- 
counts. 

Contractors and painters receive a cash discount if payment is made 
within 10 days of the date of the invoice. All accounts are due by the tenth of 
the month following the month in which the purchase was made. 

The date of each sale should be shown in the Items column. The special 
terms allowed contractors should also be entered in the Items column. 


The unpaid vouchers in the vouchers payable file are as follows: 


Date 

V'CHU. 

No. 

Name 

Date of 
Invoice 

Terms 

Amount 

May 27 

312 

Frazier & Gerard 

May 25 

n /60 

375.00 

June 10 

331 

Maxwell Glass Co. 

June 8 

1/30, n/60 

475.50 

11 

335 

Lewis Glass Co. 

June 10 

l/30,n/60 

565.75 

15 

346 

Hayden & Co. 

June 15 

n 30 

56.75 

15 

347 

Carey Brushes Corp. 

June 17 

2/15, n/30 

198.50 

17 

351 

Davison Hardware Co. 

June 18 

2/15, n/30 

237.50 

17 

352 

O’Keefe Supply Co. 

June 18 

2/15, n/30 

348.00 

19 

355 

Irwin & Sons 

June 20 

2/15,n/60 

160.00 

22 

360 

Barron Bros. 

June 24 

2/10, n/30 

649.90 

28 

366 

Potter Paint & Paper Co. June 27 

1/30, n/60 

325.00 

29 

36S 

Burgess Paint Co. 

June 28 

1/10, n/30 

350.00 

29 

369 

Ramsey Wholesale House June 2S 

1/30, n/60 

525.00 

29 

370 

Spangler Supply House 

June 28 

1/30, n '60 

458.00 


Total Vouchers Payable 



$4,724.90 


Instructions: (5) Enter the unpaid vouchers in the voucher register in 
numerical order. Foot the Vouchers Payable Cr. column, check the footing 
with the balance of the vouchers payable account in the general ledger, record 
the total, and rule with single and double lines. Place a check mark directly 
below the total to indicate that this total need not be posted. 


The notes receivable on hand are as follows: 

Note for $400 signed by William W. Ragan, dated April 16, our No. 19, pay- 
able at the Union National Bank, time 90 days, interest 6%. 

Note for $300 signed by Nelson Homes Co., dated May 11, our No. 21, payable 
at Liberty Bank & Trust Co., time 60 days, interest 6%. 

Note for $250 signed by Carter Construction Co., dated June 29, our No. 25, 
payable at National Hamilton Bank, time 60 days, interest 6%. 

Instructions: (6) Record the details of the notes receivable in the notes 
receivable register. 
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The notes payable are as follows 

Note No 8, payable to Eilerson Company, dated Apnl 13, payable at the 
City National Bank, time 90 days, interest 4%, face, $350 
Note No 10 payable to Joslin’s Painter Supply Company, dated May 9 
payable at the City National Bank, time 60 days, interest 6%, face 
Note No 13, payable to O’Keefe Supply Company, dated June 29 payable 
at the City National Bank, time 60 days, interest 5%, face $650 

Instructions (7) Record the details of the notes payable in the notes 
payable register 


Instructions (8) Enter the cash balance in small pencil figures in the 
Explanation column of the cash receipts journal for use m proving cash during 
the month 


Instructions (9) Under date of July 1 record the reversing entnes for 
interest receivable and interest payable 


Narrative of Transactions for July 

July 1 Sent a check to Carey Brushes Corporation in payment ol Voucher 
No 347 less discount Number the checks beginning with 361 

July 1 Prepared a voucher and issued a check to establish a petty cash 
fund of $25 from which small payments of $5 or less are to be made (All 
payments of more than $5 are made by check ) Number the vouchers begin 
ning with 375 

July 1 Prepared a voucher and issued a check for $350 to the Peterson 
Realty Co for July rent 

July 1 Received checks from customers as follows 
Damon Building Co , $292 86, to balance its account 
Nelson Homes Co , $337 50, to balance its account 

July 2 Paid $2 15 from the petty cash fund for repairs on a typewriter 
(Number the petty cash vouchers beginning with 1 ) 

July 2 Sent checks to the following creditors 
Da\iswn Hardware Co , vn payment of Youeber No 851 less discount. 
O’Keefe Supply Co m payment of Voucher No 352 less discount 
Barron Bros , m payment of Voucher No 360 less discount 

July 3 Made the following sales on account .« 

Sale No 661, T W Burke, $88 34, sales tax, $1 77, total invoice, 

Sales No 662, C W Harrison, $253 30, sales tax, $5 07 total mioice, 
$258 37 

J uly 3 Received checks from customers as follows . . „ 

Kennedy Contracting Corporation, $279 45, to balance its accoun 
discount 

Haines Construction Co , $261, to balance its account less discoun 
J R Ferns, $178 50, to balance his account 
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,lvly 5. Made the following purchases on account: 

Burgess Paint Co., merchandise, $902.75. Invoice dated July 2; term", 
l/lO.n/30. 

Carey Brushes Corporation, merchandise, $709.10. Invoice dated July 
3; terms, 2 15, n 30. 

July 5. Sent a check to Jrv, in &• Som in payment of Voucher No. 355 less 
discount. 


Jvly C>. Made the following sale on account: 

Sale No. 063, Damon Building Co., $130.57; sales tax, $2.73; total in- 
voice, $139.30; terms, 2 10. 

Jvly 0. Received checks from customer? as follow?; 

Masters Housing Corporation, $202.95, to balance its account le?s discount. 

Carter Construction Co., $312.75, to balance its account les 3 discount. 

Jvly 6. Paid $4.95 from the petty cash fund for the preparation of «ale<» 
letters. 

Jvly 0. Prepared a voucher and issued a check for the payroll for the 
week. The following data are provided hy the payroll clerk and may be used 
as a basis for the entries: 

Sales Salaries $325 00 

Delivery Salaries 65 00 

Office Salaries 1 00 00 


Total of Payroll $490 00 

Deductions: 

Employees’ share of Federal old-age benefit tax $ 1 90 

Employees’ income tax withheld 18 30 

Total Deductions ... 23 20 


Amount Paid $166 80 

Jvly C. Recorded the company's liability for its "hare of the federal old- 
age benefit tax and for its federal and state unemployment taxe". The data 
provided by the payroll clerk for this entry are a° follow": 

Federal old-age benefit tax 5 f 90 

State unemployment tax 13 23 

Federal unemployment tax 1 17 


Total social security taxes $19 60 

Jvly C>. Cash sales for the week, $1,178.10. Saks rax collected, $29.57. 


Jvly 8. Received from Walter T. Perry a check for $10o.75 to balance 
his account. 


Jvly 8. Made the following purchase on account: 

Ramaey Wholesale House, merchandise, $142.20. In voire dat'd July 6; 
term", 2 10, n 30. 


Jvly 8. Prepared a voucher and Psued a check to Joriin’" 
Co. in payment of our note No. 10 and interest due today. 


Painter Supply 
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July 8 Sent checks to the following creditors 

Maxwell Glass Company, in payment of Voucher No 331 less discount 
Burgess Paint Company, in payment of Voucher No 368 les3 discount 
July 8 Received from L E Smder his 30-day, 6% note for $200 m pay 
ment of bis account This note was dated July 8 and is payable at the Fust 
National Bank Use the number 26 as the number for this note when you 
enter it in the notes receivable register 

July 9 Made the following sales on account 

Sale No 664 Carter Construction Co, $339 07, sales tax, $6 78, total 
mv oice $345 85 terms 2 10 

Sale No 665 Haines Construction Co , $710 55, sales tax, $14 21, tots! 
invoice $724 76 terms 2 10 

July 9 Prepared vouchers and sent checks to the following 
Collector of Interna] Revenue, $127 40, fof quarterly payment of federal 
old age benefit tax 

Collector of Internal Revenue, $237 90, for quarterly payment of income 
tax withheld 

Ruxeau. <il Unemployment Compensation, $171 99, for quarterly payment 
of state unemployment tax 

Department of Taxation $224 85, for monthly payment of sales tax 
July 9 Received from H V Caldwell his 30-day, 6% note for $17850 
in payment of sale of June 13 This note was dated July 9 and is payable at 
the Union National Bank 

July 9 Received a credit memorandum frc>ra Carey Brushes Corporation 
for $131 merchandise returned on Voucher No 378 

July 10 Received checks from customers as follows 
Nelson Homes Company, $303 in payment of note and interest due today 
Meade Wall Paper <£. Paint Co , $225 37, to balance its account 
T W Burke, $199 21, in payment of sale pf June 21 

July 10 Made the following purchases in 

Hayden <L Company, office supplies, $85 40 Invoice dated July 10 
terms cash Issued check m payment , . 

Potter Paint <£. Paper Co, merchandise $148 11 Invoice dated July 
terms, l/30,n/60 

July 10 Received from George W Emerson his 60-day, 6% note for 
$140 20 in payment of sale of May 31 This note was dated July 10 and 1 
payable at the First National Bank 

July 10 Sent a check to Lewis Glass Company in payment of Voucher 
No 335 


July 11 Made the following sale on account , 

Sale No 666, Kennedy Contracting Corporation $175 95, sal 
$3 52, total invoice, $179 47, terms 2/10 
July 11 Give the deliveryman $2 80 from the petty cash fund for repa^ 
to the delivery truck (Charge Miscellaneous Dehv ery Expense ) 


July 11 Made the following purchase 
Moms Supply Company, store supplies, $55, terms, cash 
in payment 


Issued check 
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July 11. Paid Charles Dawes $15 for washing windows and cleaning 
office. (Charge Miscellaneous General Expense.) 

July 12. Made the following sales on account: 

Sale No. 667, Henry B. Lange, $91; sales tax, $1.82; total invoice, $92.82. 

Sale No. 668, Nelson Homes Co., $718.65; sales tax, $14.37; total invoice, 
$733.02; terms, 2/10. 

July 12. Prepared a voucher and issued a check to Eilerson Company ir. 
payment of our note No. 8 and interest due today. 

July 12. Paid the Daily Times $75 for advertising. 

July 12. Paid the Broadway Garage $10.50 for repairs on delivery truck. 
(Charge Miscellaneous Delivery Expense.) 

July 12. Sent Burgess Paint Co. check in payment of Voucher No. 377. 

July 13. Paid A. C. Adams $16.75 to reimburse him for entertaining 
customers. (Charge Miscellaneous Selling Expense.) 

July 13. Issued credit memorandum to Haines Construction Company 
for $107.10: merchandise returned, $105; sales tax, $2.10. 

July 13. Paid salaries for the week. Recorded the deductions for federal 
old-age benefit tax and the employee’s income tax and the company’s liability 
for its share of the federal old-age benefit tax and for its federal and state 
unemployment taxes. Salaries, deductions, and taxes were the same as on 
July 6. 

July 13. Cash sales for the week, $1,816.22. Sales tax collected, $36.32. 

Prove cash. The cash balance is $2,100.54. Cash is proved by comparing 
this balance with the sum of the cash on hand at the beginning of the month 
plus the cash receipts minus the cash payments. The totals may be entered 
in small pencil figures in the cash columns in the cash receipts journal and the 
check register, and the balance may be entered in small pencil figures in the 
explanation column of the cash receipts journal so that the amounts entered 
before this cash proof will not have to be used when cash is proved again. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. In actual practice this posting would be completed daily, 
but because of the comparatively small number of transactions in this set, 
the posting will be completed only at the times indicated in the narrative of 
transactions. 

July 15. Received from William W. Ragan a check for $406 in payment 
of note and interest due today. 

July 15. Made the following purchase on account: 

Eilerson Company, merchandise, $1,180.25. Invoice dated July 13; 
terms, 1 /30,n 60. 

July 15. Sent Hayden & Company a check in payment of Voucher No. 346. 

July 16. Made the following sale on account: 

Sale No. 6G9, E. A. Tate, $850.30; sales tax, $17.01; total invoice, $867.31. 

July 16. Received from Damon Building Co. a check for $136.57 to 
balance its account. 

July 1C. Borrowed $2,000 from the City National Bank on our 60-day, 
non-interest-bearing note. Received credit for the proceeds, $1,980. 
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July 16 Received a memorandum from Mr Parker stating that Mr Fred 
M Warren has been declared bankrupt and that it is likely that his account 
will never be collected Write off the account as a bad debt 

July 16 Sent Ramsey Wholesale House a check in payment of Voucher 
No 380 less discount 

July 17 Paid $4 95 from petty cash for parcel wrappings (Charge 
Miscellaneous Selling Expense ) 

July 18 Sent Carey Brushes Corporation a check in payment of Voucher 
No 378 less discount 

July 1 9 Made the following sale on account 

Sale No 670, Meade Wall Paper &, Paint Co , $188 68, sales tax, $3 "7 
total invoice, $192 45, terms, 2/10 
July 19 Received checks from customers as follows 
Carter Construction Co , $339 07, to balance its account 
Heines Construction Co , $605 55, to balance its account 
Kennedy Contracting Corporation, $175 95, to balance its account 

July 20 Paid $3 50 from the petty cash fund for ink and miscellaneous 
supplies to be used in the office 

July 20 Issued credit memorandum to Nelson Homes Company for 
$26 56 merchandise returned, $26, sales tax, 56 cents 

July 20 Paid salaries for the week and recorded the social security taws 
Salaries deductions, and taxes were the same as on Julv 6 

July 20 Cash sales for the week, $2,135 30 Sales tax collected $4271 
Prove cash The cash balance is $6,692 24 

Post from the var'ous journals to the customers' accounts in the accounts 
receivable ledger 

July 22 Received lrom Eilerson Company a credit memorandum lor 
merchandise returned, $245 

July 22 Received from Nelson Homes Co a check for $692 61 to balance 
its account 

July 23 Made the following sale on account 

Sale No 671, H V Caldwell $381 20, Bales tax $7 62 total invoice 
$388 82 

July 23 Made the following payments from the petty cash fund 

$2 81 to a cash customer who returned defective merchandise mwi'iiui' 
dise, $2 75, sales tax, 6 cents 
95 cents to Richard Barman for washing the windows 
July 23 Made the following purchase on account . 

Morns Supply Company, store supplies, $33 75 Invoice dated July * 
terms, net 30 days 

July 24 Made the following purchases on account 
Barron Bros , merchandise, $591 50 Inv oice dated July 22 te 
2 10,n/30 , . j 

Joshn’s Painter Supply Corporation, merchandise $325 Invoice i a 
July 24, terms 2/10,n/30 
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July 2 k. Gave Frazier & Gerard our 30-day, 6% note payable at City- 
National Bank in payment of Voucher No. 312. 

July 25. Paid the Daily Times $185 for advertising. 

July 26. Made the following purchases on account: 

Spangler Supply House, merchandise, $607. Invoice dated July 26; 
terms, 1 /30,n 60. 

Burgess Paint Co., merchandise, $578.50. Tn voice dated July 2*1; terms, 
1/10, n/30. 

July 26. Issued credit memorandum to E. A. Tate for $45.90: merchandise 
returned, $45; sales tax, 90 cents. 

July 27. Made the following sales on account: 

Sale No. 672, William W. Ragan, $269.43; sales tax, $5.39; total in%-oice 
$274.82. 

Sale No. 673, J. R. Ferris, $475.50; sales tax, $9.51; total invoice, $485.01. 

July 27. Sent checks to the following creditors; 

Potter Paint & Paper Co. in payment of Voucher No. 366. 

Ramsey Wholesale House in payment of Voucher No. 369. 

Spangler Supply House in payment of Voucher No. 370. 

July 27. Paid salaries for the week and recorded the social security taxes. 
Salaries, deductions, and taxes were the same as on July 6. 

July 27. Cash sales for the week, $1,820.25. Sales tax collected, $36.41. 

July 29. Received from Meade Wall Paper & Paint Co. a check for $188.68 
to balance its account. 

July 29. Made the following purchase on account: 

O’Keefe Supply Co., merchandise, $997.50. Invoice dated Julv 27; terms, 
2/15, n/30. 

July 30. Paid telegram charges of $1.25 from the petty cash fund. 

July 30. Issued credit memorandum to William W. Ragan for S8.75: 
merchandise returned, $8.58; sales tax, 17 cents. 

July 31. In accordance with the partnership agreement, the partners 
withdrew the following amounts as salaries: 

A. C. Adams, $400 
M. R. Parker, $500 

July 31. Paid Sinton Drayage Company $112.75 for freight and drayage 
in. 

July 31. Prepared vouchers and issued checks for the following bills: 

The Gas & Electric Co., $25.25, for gas and electricity. (Charge Miscel- 
laneous General Expense.) 

Bell Telephone Co., $16.25, for telephone service. (Charge Miscellaneous 
General Expense.) 

Broadway Garage, $27.25, gas, oil, and miscellaneous delivery truck ex- 
penses. 

July 31. Prepared voucher and issued check for $23.36 to replenish the 
petty cash fund. 

July Si. Cash sales for July 29-31, $828.95. Sales tax collected. $16.58. 
The cash balance is $7,224.14. Prove cash. 
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Post to the accounts m the accounts receivable ledger 
Post to the general ledger accounts from the general columns of tfc 
general journal the cash receipts journal and the voucher register 

Total and rule the various special journals and post the totals to the appro- 
pnate general ledger accounts 


Periodic Summary 

As the proprietors A C Adams and M K Parker, consider each month to 
be a separate fiscal period the periodic summary must now be comp's ei. 
The partners ha\e agreed that Mr Adams is to receive $400 and Mr Parlcr 
$500 and that profits or losses after these allowances are to be divided 
equally When the books are closed any balance" in the persona! aecouan 
are to be closed to the capital accounts 

The additional data required for the periodic summary are 
Merchandise inventory 
Interest accrued on notes receis able 
Loss from bad debts an additional 1% of charge «ale<» 

Depreciation store equipment 10% a j ear 

delivery equipment 25 % a year 
office equipment 10% a > ear 
Inventories of supplies store supplies 
office supplies 

Insurance expired on merchandise 

on store equipment 
on delivery equipment 
on office equipment 
Interest accrued on notes payable 
Prepaid interest on notes payable 
Accrued Payroll Data 
Sales Salaries 
Delivery Salaries 
Office Salaries 
Social Security Taxes 
Federal old age benefit tax payable 
Federal unemploy ment tax pay able 
State unemploy ment tax pav able 

Part 2 of this practice set containing tie narratire of transactions for 
begins on page 44S immediately after Chapter \XIV The bools of accou j 
July lnli be needed at that time 
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CHAPTER XXI 

CORPORATION PROPRIETORSHIP 


= AT,ON During the past half century the corporate 

J ” ‘ form of business organization has rapidly 

increased in importance. With the growth of large business units 
has come a demand for amounts of capital so large that they are 
obtainable only from many investors. Such investors desire income 
and limited liability, but they are unable to undertake active manage- 
ment. The corporation satisfies these needs and has today become 
the dominant form of business organization. 


The most commonly quoted definition of a corporation is perhaps 
that of Chief Justice Marshall. “A corporation is an artificial being, 
invisible, intangible, and existing only in contemplation of the law.” 
The concept underlying this definition has become the foundation 
for the prevailing legal doctrine that a corporation is an artificial 
person, created by law and having a distinct existence, separate and 
apart from the natural pernons who are responsible for its creation 
and operation. Although the doctrine is admittedly a legal fiction, 
it is disregarded only when a court believes that justice requires such 
action. The owners of the corporation are called stockholders, but 
the stockholders do not constitute the corporation. The corporation 
is a "separate entity." 


characteristics OF As a legal entity the corporation has certain 
A corporation characteristics that distinguish it from other 

types of business organization. The most important of these character- 
istics will be considered briefly. 

(1) Separate Legal Existence. Being a distinct legal entity, the 
corporation may act under a corporate name. It may obtain, hold, and 
dispose of property in its corporate capacity. It may borrow funds 
and assume other obligations. It may enter into contracts with out- 
siders or with its own stockholders. 

(2) Transferable Units of Proprietorship. The interests in the 
proprietorship of a corporation are divided into transierable units 
known as shares of stock. The owners of the corporation, known as 
stockholders, may sell this stock without interfering with the opera- 
tions of the corporation. 

(8) Limited Liability of Stockholders. Since a corporation is a 
separate legal entity, it is responsible for its own acts and obligations. 

379 
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Creditors of a corporation may not look beyond the assets of the 
corporation for satisfaction of their claims Thus, the loss that a 
stockholder may suffer is limited to the amount of his investment 

(4) Continuity of Existence The life of a corporation depends 
upon the terms of its charter, it may be perpetual or it may continue 
for a specified period of years It is not affected by the death or the 
incapacity of its stockholders 

(5) Taxation of Income The earnings of a corporation are subject 
to federal income taxes These earnings are again subject to income 
taxes when distributed to stockholders as dividends 


WORKING In a corporation the proprietorship is vested 

of ^ ^CORPORATION m tlle stockholders, acting as a "legal entity ’ 

The ownership of the stockholders is evi 
denced b> shares of stock Each share of stock gives the holder the 
right to one vote in the meetings of stockholders The power of each 
member therefore depends upon the number of shares he owns 

In many corporations the membership is so large and widespread 
that most stockholders are unable to attend the annual meeting 
Such stockholders may delegate their authority to an agent who 
votes their stock This delegation is accomplished by signing a paper 
known as a proxy 

Although the ultimate control of the corporation is vested m the 
stockholders the latter exercise this control only indirectly The) 
elect at regular intervals, usually annually, a board of directors to 
whom they delegate the duties of supervising and controlling the 
operations of the business The directors usually submit to the stock 
holders annual reports showing the results of the operations of the 
past year 

The board of directors select the general executives to whom the) 
delegate the responsibility of administering the activities of the cor 
poration These executives usually consist of a president, one or 
more vice-presidents, a secretary, a treasurer, and a controller The 
controller is the chief accounting officer and meets with the other 
executives m determining operating policies of the corporation 
Although all the executives are selected by the board of directors 
they act under the authority and the control of the president 

The chart on the following page shows this narrowing down of the 
responsibility from the numerous stockholders to the president 
then shows the delegation of administrative duties from the presiden 
to the employees of the corporation 
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Corporate Form of Organization 

An illustration ot this delegation of duties is found in a manu- 
facturing firm that has a vice-president in charge of production and 
under him a superintendent of shops. The latter, in turn, has subor- 
dinate to him departmental foremen, who direct and control the 
activities of the workers. 

stockholders and The stockholders of a corporation have no 
proprietorship direct personal ownership in the assets of 

the enterprise. Neither do they have a direct interest in the earnings 
of the corporation until the earnings have been distributed as divi- 
dends. Instead they have a contract with the corporation giving 
them an interest in the corporate proprietorship and the right to 
participate in the management and the earnings of the enterprise. 

The proprietorship of a corporation, like the proprietorship of 
an individual, is the difference between the assets and the liabilities. 
The corporate proprietorship, however, is composed of two elements: 
a stated proprietorship, represented by a given number of shares 
at a specified amount per share, and a residual proprietorship, showing 
the results of the operations of the corporation. The stated proprietor- 
ship is the value assigned to the capital stock. When the proprietor- 
ship of a corporation is greater than the amount of the capital stock, 
the excess is known as surplus; when it is smaller than the amount of 
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the capital stock the difference is known as deficit The total pro- 
pnetorship of a corporation consists of the capital stock plus, the 
surplus or minus the deficit. These terms are illustrated below fo 
the General Manufacturing Company 


Proprietorship 

$60 000 

Proprietorship 

$4o 000 

Capital Stock (stated pro- 


Capital Stock 

oOOOO 

prietorship) 

50 000 



Surplus 

$10 000 

Deficit 

$ o 000 


To show the difference in the proprietorship accounts of a sole 
proprietorship and a corporation assume original investments in 
each case of $o0 000 on January 2 1949 earnings m 1949 of 000 
and a loss of $15 000 m 19o0 no withdrawal or distribution of profits 
being made The proprietorship accounts would appear as follows 


Sole Proprietorship 
Jan 2 1949 Jones Capital $o0 000 
Dec 31 1949 Jones Capital 55 000 

Dec 31 19o0 Jones Capital 40 000 


Corporation 

Jan 2 1949 Capital Stock |oOO0O 
Dec 31 1949 Capital Stock dOOOO 
Surplus 5 000 

Dec 31 19o0 Capital Stock oOOOO 
Deficit 10 000 


When surplus is set up as an account it normal]} has a credit 
balance showing the difference between proprietorship and captal 
stock If proprietorship is less than capital stock, the surplus balance 
is a debit and is called defiat This is illustrated below 


Surplus 

Debit balance is called Deficit I Credit balance ia called Surplus 


Deficit is then a balance sheet term applied to a debit balance 
in. the. surplus, accoiaat 

classification of A corporation maj issue several classes of 
capital stock capital stock each embodying different term> 

and carrying different privileges The most common classification 
is that of common stock and preferred stock Common stock has no 
preference over an> other stock of the company as to dividends or 
assets but carries with it the nght to parti a pate in the management 
of the corporation by voting at stockholders’ meetings Preferred 
stock has some kind of preference over the ordinary or common 
stock It is alwajs preferred as to the distribution of profits 
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understand the effect of this preference, it is necessary to consider 
briefly the method of distributing the profits of a corporation. 

Stockholders invest in a corporation in order to participate in its 
earnings. The board of directors determines when the corporation is 
financially able to distribute to its stockholders a portion or all of its 
earnings. Such a distribution of earnings is called declaring a dividend. 
Dividends are usually stated as a certain amount per share, as .$5 
per share or $2 per share. 

To make its stock attractive to investors, a corporation may issue 
a portion of it with preference as to dividends. This means that, when- 
ever profits are distributed, the preferred stockholders will receive 
their share first, the common stockholders receiving the balance of 
the distribution. Preferred stock is sometimes given a preference as 
to distribution of assets in case of dissolution and liquidation of the 
corporation. If the net assets are insufficient to repay the invest- 
ments ot all stockholders, payment will be made first in total to pre- 
ferred stockholders, and the balance remaining will be distributed to 
the common stockholders. 

If a corporation earns a high rate of return, common stock will be 
more desirable than preferred stock. For example, assume a corpora- 
tion with 1,000 shares of common and 1,000 shares of 6 per cent pre- 
ferred, each issued at a value of $100 a share. If $15,000 is to be dis- 
tributed as dividends, the preferred stockholders will receive $6,000 and 
the common stockholders $9,000. Common stockholders in this case 
receive a 9 per cent dividend, which is 50 per cent larger than the 
preferred. 

The participation of holders of preferred stock in the earnings of 
a corporation is ordinarily limited to the rate specified on the stock. 
Preferred stock that is limited to the specified rate is known as ? mn- 
participating. If the holders of preferred stock receive an additional 
rate when earnings are adequate to pay the holders of common stock 
more than the specified rate, the preferred stock is known as partici- 
pating. 

Since most preferred stock is nonparticipating and has a limited 
dividend rate, provision is usually made to have any dividends not 
paid accumulate. Such preferred stock is known as cumulative pre- 
ferred stock. If unpaid dividends do not accumulate, the preferred 
stock is known as noncumulativc. The following table illustrates the 
dividend participation of 6 per cent cumulative preferred stock and 
common stock over a period of years (assuming $100,000 of each kind 
of stock outstanding) and the effect on surplus of the balance of 
profit and loss. 
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Dividend 

To Pre- 

To 



Year 

Profit 

TO BE 

ferred 

COMMOV 

To 

Balance 


or Loss* 

Paid 

Stock 

Stock 

Surplus 

Surplus 

1945 

$15 000 

$10,000 

$ 6,000 

$ 4 000 

$ 5,000 

$ a 000 

1946 

25,000 

15 000 

6,000 

9,000 

10,000 

15 000 

1947 

10 000 * 

-0- 

-0 

-0- 

10 000 * 

5 000 

1948 

30 000 

15,000 

12,000 

3,000 

15 000 

20 000 

1949 

2 000 

3 000 

3,000 

-ti- 

1 , 000 * 

19 000 

1950 

25 000 

20,000 

9,000 

ll, 000 

5,000 

24 000 


In 1948 the preferred stock v.as paid $6,000 for back dividends for 
1947 and $6,000 for the current year In 1950, the preferred stock was 
paid $3,000 for back dividends for 1949 and $6,000 for the current 
year 


corporate The assets and the liabilities of a corporation 

t h? ra^an^ r r sm?ft are reported on the balance sheet m the 

same way as the assets and the liabilities 
of a sole proprietorship or a partnership The proprietorship section 
of the balance sheet, however, is different It ordinarily shows each 
class of capital stock and the surplus or the deficit For example, the 
proprietorship section of a balance sheet for a corporation with $100,000 
of 6 per cent cumulative preferred stock, $200,000 of common stock, 
and a surplus of $75,000 is as follows. 


Proprietorship 

Capital Stock 

Preferred Stock (6 per cent cumulative) $100 000 

Common Stock 200 000 


Total Capital Stock 
Surplus 


$300 00 0 
75,000 


Total Proprietorship 


$375 000 


If the same corporation had suffered losses from operations and 
had accumulated a deficit of $50,000, its proprietorship would be 
reported on the balance sheet in the manner shpwn below. 


Proprietorship 

Capital Stock 

Preferred Stock (6 per cent cumulative) $100,000 

Common Stock 200,000 


Total Capital Stock $300 000 

Less Deficit 50,000 

Total Proprietorship $250 000 
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VALUE OF STOCK 


The value of the stock of a corporation is 
spoken of in terms of shares. A share may 
have six different values: par value., book value, market value, liquida- 
tion value, stated value, and redemption value. 


Par Value. Par value is the value assigned to each share of stock 
when the charter is issued. It is stated on each certificate. Par value 
and face value are sometimes used as synonyms. No-par- value stock 
does not have par value, but it has the other values discussed in the 
following paragraphs. 


Book Value. The par value of the capital stock does not measure 
the proprietorship. The par value of the capital stock plus the surplus 
or minus the deficit equals the actual proprietorship. Book value is 
obtained by dividing the proprietorship by the number of shares 
outstanding. Thus, if the balance sheet of a corporation shows a 
capital stock of $100,000 (1,000 shares having a par value of $100) 
and a surplus of $35,000, the book value of each share is $135. If, 
instead of a surplus of $35,000, there is a deficit of $35,000, the book 
value of each share is $65 [($100,000— $35,000) -r 1,000]. 

If a corporation has both preferred and common stock, the par 
value of the preferred stock must be subtracted from the total pro- 
prietorship in finding the book value of the common stock. If the 
par value of the common stock on the first partial balance sheet on page 
384 is $100, the book value of one share of common stock is $137.50 
[($375,000 — $100.000) -e 2,000]. When the deficit is $50,000 as shown 
on the second partial balance sheet on page 384, the book value of one 
share of common stock is $75 [($250,000 -$100,000) -e 2,000]. 


l\[arkel Value. The prices quoted daily on the New York Stock 
Exchange or on other stock exchanges pro ride the best evidence of 
market value. Literally, market value means the price the stock will 
bring on sale. Earning capacity rather than book value affects the 
market value of stocks. The stock mentioned above with a book- 
value of $135 might have a market value of $175 if its earnings were 
high or only $75 if its earnings were low. 

Other Values. The other values are stated value, liquidation value, 
and redemption value. Stated value indicates that part of the price 
received for no-par stock that is credited to Capital Stock; the balance 
is credited to Capital Surplus. Liquidation value is the amount in 
dollars that will be paid on each share if the corporation is liquidated. 
Redemption value usually applies to a preferred stock and is the amount 
the corporation must pay to redeem each share of outstanding stock. 
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incorporation A corporation is “authorized by law and 

created by charter ” Since a corporation is 
created by permission from governmental authority and under the 
supervision of a governmental unit, legal formalities must be met 
before a charter will be granted Although these legal requirements 
vary in the different states their general nature can be indicated 
The typical method of organization involves two steps (1) obtaining 
subscriptions to stock and effecting a tentative organization, (2) 
obtaining the permission of the state to commence business operations 
The law usually stipulates what the application for incorporation must 
contain In many cases the state merely approves the application for 
incorporation The application then becomes the charter of the cor 
poration 

A corporation must conform to the corporate laws of the state in 
which it has been organized If it extends its operations bejond the 
state it is subject to the federal laws involving interstate commerce 
and the laws of all states in which it carries on business It is also 
subject to that general control which any state exercises over all 
business organizations 

certificate of The charter states the powers that the cor 

INCORPORATION poration possesses and the limitations under 

which it must operate The provisions governing the form of the 
application for incorporation vary in different states, but m general 
they include all the important features peculiar to a corporation 
such as the name, the purpose, the duration, the location, and the 
capitalization 

To illustrate what is required, the following provisions from the 
statutes of the state of New York are given 

Three or more persona may become a stock corporation tor an> Infill 
purpose or purposes by making, subscribing, acknowledging, and filing 
a certificate which shall state 

(1) The name o! the proposed corporation 

(2) The purpose or purposes for which the corporation is to be formed 

(3) Either the amount of the capital Btock and the number and par 
value of the shares of which it is to consist, or if the corporation is to issue 
shares without par value, the statements required by Section 12 

(4) If the shares are to be classified the number of shares to be included 
in each class and all of the designations, preferences privileges, and'Ohrs 
powers of the shares of each class, and the restrictions or quakficatior 
thereof 

(5) The city, village or town and the county in which the office of the 
corporation is to be located 



Ch. 21] 


CORPORATION PROPRIETORSHIP 


387 


(6) The duration of the corporation. 

(7) The number of its directors . . . not less than three. 

(8) The names and post-office addresses of the directors . . . 

(9) The name and post-office address of each subscriber listed on the 
certificate of incorporation and a statement of the number of shares which 
he agrees to take . . . 

The certificate must be signed by the three or more persons who 
make application for the charter, and their signatures must be ac- 
knowledged by a notary public or some other designated official. 


issuing stock IN When a corporation receives its charter, the 

OR other ASSETS books ot record may be opened. The in- 

corporators, or organizers, of the corporation 
have, in most cases, performed some transactions prior to the grant- 
ing of the charter and should have kept a record of them. These 
transactions are not, however, transactions performed by the cor- 
poration; therefore, no entries should be made in the records of the 
corporation until the charter has been obtained. 

The opening entries of a corporation are similar to those of other 
types of business organizations in that they record the assets that 
the corporation has acquired and the liabilities, if any, that the cor- 
poration is to assume. The proprietorship of the corporation at the 
time of formation is recorded as one item; it is not credited to ac- 
counts with the individual members of the organization, as would be 
done in the case of a partnership. 

The simplest case that can be taken by way of illustration is that 
of a corporation, the entire authorized capital stock of which has been 
sold for cash. The Holmes Manufacturing Company is organized on 
March 15 with an authorized capital stock of $800,000, consisting of 
4,000 shares of 5 per cent preferred stock and 4,000 shares of common 
stock, each having a par value of $100. If all the capital stock is sold 
for cash on March 15, the transaction in general journal form would 
be: 


Mar. 15 Cash S00,000 

o% Preferred Stock 400,000 

Common Stock 400,000 


Sold 4 000 shares of 5% preferred stock and 
4 000 shares of common stock at S100 a share 
par value and issued the stock. 

After this entry has been posted to the ledger, the cash account 
will contain a debit of $SOO,000, the preferred stock account a credit 
of $400,000, and the common stock account a credit of $400,000. 
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In the previous discussion it was assumed that stock was sold for 
cash and that the cash was invested m the assets needed by the cor 
poration Occasionally stock is exchanged for assets directly, in this 
case a price must be assigned to the assets acquired For example 
if a lot is to be acquired as a site for a building to be used by the cor 
poration, the board of directors must know the pnce of the lot m 
order to determine the number of shares to be exchanged for it 11 
the pnce is $10,000 and shares of common stock are being sold for 
cash at $100 par value, the number of common shares to be gnen for 
the land would be 100 The entry would be 

Mar 20 Land 10000 

Common Stock 10 000 

Exchanged 100 shares of common stock at 
$100 a share for land as per contract 

If payment for the stock had been made with several pieces of 
property such as machinery , buildings, and land, which were to be 
retained for use by the corporation, the opening entry would have 
recorded the xanous assets as follows 

Mar 20 Machinery 150,000 

Buildings 155 000 

Land 95,000 

Common Stock 400000 

Issued 4 000 shares of common stock (par 
value $100) in return for machinery build 
mgs and land acquired from C D Evans 
in accordance with the contract on file 


authorized capital ]t is often desirable to have the charter 
STOCK authorize the issuance of more stock than 

the quantity to be issued at the time of the formation of the corpora 
tion The company is then relieved of the necessity of applying for 
a change in the charter at the time when it may wish to increase its 
capital For example, if the charter of the B C Olmsted Company 
authorizes an issue of only $400,000 of common stock, the amount 
already issued but at a later time $200,000 of additional capital is 
needed, it would be necessary for the company to have its charter 
revised before it could issue the additional stock 

If the charter, however, authorizes the issuance of common stock 
amounting to $600,000 and only $400,000 has been issued, the remain 
mg $200,000 of stock can be issued at any time without further authon 
zation from the state 

The authorized capital stock of the B C Olmsted Company may 
be reported m a footnote on the balance sheet in the following manner 
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Proprietorship 

Common Stock Outstanding $400,000* 

Surplus. 120,000 

Total Proprietorship $520,000 

Total Liabilities and Proprietorship 520,000 

'Authorized Common Stock, $000,000. 


In some cases the charter specifies no pecuniary value for each 
share of stock, but states merely the number of shares to be offered 
for sale. Such stock is of no-par value. Each share of stock, however, 
represents a proportionate equity in the corporation. 


changing from A From a legal point of view, changing from 

A corporation a P artners ^ip to a corporation necessitates 

(1) the dissolution of the partnership, which 
is usually effected by an agreement between the partners, and (2) 
the fulfillment of all the requirements imposed by the state upon the 
incorporators, which is evidenced by the charter granted by the 
state. From an accounting point of view, two steps are necessary: 
(1) the books of the partnership must be closed according to the 
partnership agreement and (2) the books of the corporation must be 
opened in compliance with the provisions of the charter. 

To illustrate the change of a partnership to a corporation, it may 
be assumed that W. L. Slater and H. S. Burbank are partners. In 
order to obtain additional capital for the expansion of their enter- 
prise, the partners decide to incorporate. 


Closing the Books of the Partnership. The balance sheet of the 
partnership is shown on the following pages. 

The new corporation, to be called the Slater Corporation, is to 
have an authorized capital stock of $500,000, consisting of 5,000 
shares of common stock with a par value of $100. The corporation is 
to take over the assets and to assume the liabilities of the partnership 
at revised values and is to issue to W. L. Slater and H. S. Burbank, 
in payment for their business, capital stock amounting to the revised 
proprietorship of the partnership. In addition, a new associate, D. C. 
Bennett, agrees to invest $75,000 in cash. He is to receive 750 shares 
of stock. 

Before turning the partnership assets over to the corporation, it 
is decided to recognize certain changes in the valuation of the firm's 
assets. It is estimated that $5,000 should be added to the reserve for 
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Current Assets 
Cash 

Accounts Receiv able 
Less Res tor Bad Debts 

Merchandise Inventorv 
Total Current Assets 
Fixed Assets 
Sto’e Equipment 

Less Res for Depreciation 
Buildings 

Less Res for Depreciation 
Land 

Total Fixed Assets 
Total Assets 


TO-*- 
SLATEP AAD 

Balance Seee» 

$ 2o 000 

SlOoOOO 

5 000 100 000 

laO 000 

?r 0 ooo 


$ 6 000 

1 000 S 5 000 
$100 000 
20 000 SO 000 
50 000 

13d O'lO 
410 000 


Balance =beei of 


bad debts that the merchandise m\ enton should be written doim 
to $130 000 and that the land should be written up to $6o 000 Th» 
entries on Januan 2 m the books of the partnership to ’•eco’d tW 
change are as follows 


Jan ° Loss and Gain on Revaluation o 000 

Resene f o’ Bad Debts bOQQ 

To increase provision for uncollectible accounts. 

2 Less and Gain on Revaluation 
Merchandise Inventory 

To reduce valuation of merchandise inventory 
in accordance with current market values. 

2 Land 

Loss and Gain on Rev aluation 

To increase bool value cf land to present 
v aluation 

2 "W L Slater Capital 
H S Burbank, Capital 
Loss and Gain on Rev aluation 
To distribute loss on revaluation to partners 
capital accounts in the profit and loss ratio 

The losses and the gain might have been debited and cre& ^ 
directh to the capital accounts but in this instance the losses 
the gam are first accumulated m an account entitled Los* and ^ 


oOOO 
o ooo 


10000 
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BURBANK 
December 31, 1949 

Liabilities 

Current Liabilities: 

Notes Payable . $ 50,000 

Accounts Payable 100,000 


Total Current Liabilities $150,000 

Proprietorship 

W. L. Slater, Capital . $155,000 

H. S. Burbank, Capital 105,000 


Total Proprietorship 260,000 


Total Liabilities and Proprietorship $410,000 


a Partnership 

on Revaluation, which in turn is closed to the capital accounts. This 
method is often preferred when a number of assets are revalued. 

The following entries are made in the partnership books to record 
the sale of the business and the consequent dissolution of the part- 
nership: 

Jan. 2 Slater Corporation 400,000 

Reserve for Bad Debts 10,000 

Res. for Depreciation of Store Equip 1,000 

Res. for Depreciation of Buildings 20,000 

Cash . 25,000 

Accounts Receivable 105,000 

Merchandise Inventory 130,000 

Store Equipment 6,000 

Buildings . 100,000 

Land 65,000 

Sold the assets of the business to the Slater 
Corporation. 

2 Notes Payable 50,000 

Accounts Payable 100,000 

Slater Corporation 150,000 

Transferred the liabilities of the business to 
the Slater Corporation. 

2 Stock, Slater Corporation 250,000 

Slater Corporation 250,000 

Received 2,500 shares of the capital stock of 
the Slater Corporation in payment of the 
amount due for the partnership business. 
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2 W L Slater, Capital 150,000 

H S Burbank, Capital 100 000 

Stock, Slater Corporation 250 000 

Distributed the 2,500 shares of stock of the 
Slater Corporation to the partners 


The posting of these entries will close all the accounts in the ledger 
of the partnership The partnership will then be completely dissolved. 


Opening the Books of the Corpora/ton On the boohs of the corptra 
tion entries must be made to record the assets received and the issuance 
of stock The fixed assets are recorded at their net cost to the corpora 
tion, the original cost and the depreciation taken by the former owner 
are not shown For accounts receivable, however, both the gross 
amount and the reserve are shown, because the uncollectible accojnts 
hate not actuallj been determined and the asset therefore cannot 
be written down to its estimated net value 

The opening entries, in general journal form, for the Slater Cor 
poration are as follows 


Jan 2 Cash 25,000 

Accounts Receivable 105 000 

Merchandise Inv entorj ISO 000 

Store Equipment 5 000 

Buddings 50,000 

Land 65 000 

Reser\ e for Bad Debts 10 000 

Slater and Burbank, \endors 400 COO 

Purchased the assets of Slater and Burbank 

2 Slater and Burbank \endors 150 000 

Notes Pa} able 50 000 

Accounts Paj able 100 000 


Assumed the liabilities of Slater and Burbank 


2 Slater and Burbank \ endors 250,000 

Owomrea. Sta/ik 350x000 

Issued 2,500 shares of common stock to Slater 
and Burbank on the transfer of their business 
to the corporation 


2 Cash 

Common Stock 


Issued 7o0 shares of stock to D C Bennett 
for cash 


After these entries hate been posted to the ledger, the following 
balance sheet for the Slater Corporation may be prepared. 
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SLATER CORPORATION 
Balance Sheet 
January 2, 1950 


Assets 

Current Assets: 

Cash 

Accounts Receivable 
Less Res. for Bad Debts 

Merchandise Inventory 

Total Current Assets 

Fixed Assets: 

Store Equipment 
Buildings 
Land. . 

Total Fixed Assets 
Total Assets 


$ 100,000 

$105,000.00 

10,000.00 95,000 


120,000 


$ 5,000 

SO. 000 
65,000 


Liabilities 

Current Liabilities: 

Notes Payable 
Accounts Payable 

Total Current Liabilities 

Proprietorship 

Common Stock Outstanding 

Total Liabilities and Proprietorship 

* Authorized Common Stock $500,000 

Balance Sheet of a Corporation 

GOODWILL ON When a partnership is convert? 

corporation corporation, the amount of stay*: 

accounts the partners may be greater fh.v 

assets acquired by the corporation. This differs- :e V v 
goodwill. This practice was fully described in the tier w : 
ships. For example, if a corporation acquires a rrrrr mr 
exchange for 500 shares of its stock (par mure ~L — e r 
the following assets and assumes the folitmkr rrrirrrr tre 
is the difference between the par value t; the err tr~ru irt 
and the net worth acquired. Calcuiarirr tf r~ ~ irth is 
following page: 


$ 50,000 
100,000 


$325,000 

150,000 

$475,000 


150,000 

325,000* 

$475,000 



tree." \ , 
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Assets Acquired 
Cash 

Accounts Receivable (net) 
Inventories 
Fixed Assets (net) 
Deferred Charges 

Total Assets 

Liabilities Assumed 
Notes Payable 
Accounts Payable 
Mortgage Payable 

Total Liabilities 

Net Assets Acquired 
Stock Given in Exchange 

Goodwill 


fOi.21 


$ 8 000 
34 000 
20 000 
60 000 
3 000 


$I2a 000 


?I5 000 
2o 000 
40 000 


80 000 

$ 4o 000 
oO 000 


COMPARISON OF THE 
CORPORATION AND 
THE PARTNERSHIP 

ferences between the 
following outline 


is™ 0f , the “’•Porat'O" and the 
partnership reveals more complete^ the 
nature of the corporation The chief dif 
0 torms of organization are shown m the 


CORPORATION 

1 Separate legal entity 

2 Continuity of existence 


3 1,ab,1,ty th * «« 

4 ?i Ilg r tl0ns ansln £ on ly from t 
acts of agents or officers 

° d °, not bel °ng to stoc 

dared” ^ dlvldends are d 


Partnership 

1 Identification of organization with 
the individuals who compose it 

2 Automatic dissolution arising 
from death withdrawal or in 
capacity of a partner 

3 Unlimited personal liability of the 
partners 

4 Obligations arising from the acts 
of any partner 

5 Profits are personal profits of 
the partners 


6 

7 


Contra 1 0[ stockholders „ m 


Payments to stockholders 
sonal services are expenses 


for per 


6 Control of partners is direct and 
personal 

7 Payments to partners for personal 
services are a disposition of earn 


j-, *ugs 

like a sole propmtorahra !t . can be seen that a partnership 

own it and is tWofr. ^ ^ ^ identified with the persons who 

By contrast tbTl ^ PerS ° nal form ° f b >™ess organization 
apa “thetrr^r " f °™ “ “* 
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QUESTIONS 

1. F. R. Blake and John C. Davis are partners in the firm of Blake and 
Davis, each having a proprietorship of $20,000. The firm is incorporated 
with an authorized common stock of $60,000. Two hundred shares of 
stock, each having a par value of $100, are sold at par to R.O.Good. 
Both Blake and Davis receive the same quantity of stock for their in- 
terest in the partnership. How is the proprietorship reported on the 
balance sheet? 

2. R. W. White is considering the purchase of stock in The Nash Manu- 
facturing Company. He finds that the stock is quoted on the stock ex- 
change at $65 a share. In examining the reports of the company, he 
obtains the following information from the latest balance sheet: current 
assets, $25,000; fixed assets, $40,000; current liabilities, $10,000; common 
stock, $50,000; surplus, $5,000. There are 1,000 shares of stock out- 
standing. (a) If the stock is no-par-value stock, at what average price 
was it issued? (b) What is its book value? (c) What is its market value? 

3. Harry Bullis owns 1,000 of the 5,000 shares (par value $100) of the 
General Manufacturing Company. The company earned $100,000 in 
1950. The board of directors declared $10 a share in dividends during 
the year. Was Bullis’ income for 1950 $10,000 or 1 5 of $100,000? Why? 

4. Charles Wayt purchased 100 shares of the preferred stock ($100 par 
value) of the Acme Manufacturing Company at $90 a share on March 
6, 1949. On July 1, he received a semiannual dividend of $350. On January 
2, 1950, he received from the company a check for $10,750, canceling the 
stock. What are the stock values included in this illustration? What 
was the dividend rate on the preferred stock? 

5. The balance sheet of the Y Corporation shows assets of $175,000, 
liabilities of $50,000, and surplus of $25,000. It has outstanding 500 
shares ($100 par) of preferred stock and 500 shares ($100 par) of common 
stock, (a) What is the book value of the preferred stock? (b) What is 
the book value of the common stock? (c) If the preferred stock were 
participating, how would your answer differ? 

6. The board of directors of the newly organized Shore Corporation 
decide to purchase the factory of C. A. Randall. On Randall’s books 
the assets are recorded as follows: land, $5,000; building cost, $25,000; 
reserve for depreciation of building, $10,000; machinery cost, $50,000; 
reserve for depreciation of machinery, $20,000. Present market values 
are: land, $10,000; building, $20,000; machinery, $40,000. Common 
stock is issued to Randall at par ($100 1 in exchange for the property. 
Give the journal entry on the books of the Shore Corporation. 
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7. The Ferns Transportation Company made the following net earnings 
in six successive years $10,000 , $15,000 , $5,000 , $2, 500 , $20,000, $25,000 
It had outstanding 1,000 shares of common stock and 1,000 shares of 
6 per cent preferred stock, each share having a par value of $100 Four 
fifths of the profits were paid each year as dividends How much did 
each stockholder receive on a share if the preferred stock was cumulative 
and nonparticipating 7 

8 Ahern Inc has $100,000 of 6 per cent cumulative and nonpartiopat- 
mg preferred stock and $100,000 of common stock, The amounts dis- 
tributed as dividends during five years were first year, $2,000, second 
jear, $15,000, third year, $30,000, fourth year, $20,000, fifth year, $6,000 
How much was paid each >ear on each class of stock 7 What percentage 
was paid on common stock each year 7 Which stock was the better in 
vestment if both were purchased at the par value 7 


PROBLEMS 

l The Howard Corporation and the Dodd Corporation both received 
their charters and began business on January 2, 1944 Both corporations 
had the same capitalization 2,000 shares of 8% cumulative preferred 
stock, par $100 and 2,000 shares of common stock, par $100 In each 
case the board of directors declared dividends on preferred stock when 
ever there was a credit balance in the surplus account at the end of the 
year and declared dividends on common stock amounting to one half 
of the difference between the earnings in anv year and the preferred 
dividends paid m that year 

The profits and the losses (after provision for income tax) for a period 
of seven >ears are as follows 



Howard 

Dodd 


Corporation 

Corporation 

1144 

$18,000 loss 

$ 8,000 loss 

1945 

12 000 profit 

2 000 loss 

1946 

20 000 profit 

3& QGG profit 

1947 

40 000 profit 

64,000 profit 

1948 

36 000 profit 

90,000 profit 

1949 

30,000 profit 

78,000 profit 

1950 

34,000 profit 

86,000 profit 


Instructions (1) Show the distribution of the profit or the loss for each 
corporation Use columns with the following headings Year, Income, To 
Preferred Stock, Balance Due on Preferred Stock, To Common Stock, To 
Surplus or Deficit, Balance of Surplus or Deficit Indicate negative or minus 
items by encircling them 

(2) Total the two columns showing the amounts paid on preferred and 
common stock What was the amount received per share on common and 
preferred stock for the seven-year period 7 
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2. Arthur Crawford, the owner of a retail dry goods business, and two 
of his clerks decide to form a corporation issuing $10 par common stock 
and 6% cumulative, $100 par preferred stock. Each clerk is to invest 
$1,500 in the Crawford Corporation and is to receive 150 shares of common 
stock. Mr. Crawford is to receive preferred stock based upon the revalued 
assets and liabilities. Cash is to be withdrawn by Mr. Crawford so that 
an even multiple of 10 shares will be received. Mr. Crawford is to receive 
in addition 200 shares of common stock in payment for the goodwill of 
his dry goods business. 

The post-closing trial balance on December 31, 1950, at the end of 
a year’s operations and before the revaluation of assets and the organiza- 
tion of the corporation is as follows: 


Cash. $ 3,700 

Merchandise Inventory 32,000 

Equipment 12,000 

Reserve for Depreciation of Equipment . $ 5,000 

Accounts Payable 9,000 

Arthur Crawford, Capital 33,700 


$-17,700 $47,700 


The following assets are to be revalued: 

Merchandise Inventory, $29,000. 

Increase Reserve for Depreciation of Equipment by S2.000. 

Instructions: (1) Prepare general journal entries to: 

(a) Revalue the assets and record the goodwill as agreed. 

(b) Record the withdrawal of cash. 

(c) Record the sale of the business to the corporation. 

(2) Prepare journal entries to open the books of the corporation. 

(3) Prepare the balance sheet for the corporation. 

(4) Assuming a profit of $7,3G0, after income tax, for the succeeding 
year, what dividends would each of the three men receive if 50^c of the profits 
are to be distributed as dividends? What rate will be paid on common stock 1 ’ 

3. Three grocery store owners decide to merge and incorporate then 
respective stores, X, Y, and Z, to form the Modemmart Chain Stores 
Inc. The corporation is authorized to issue 3,000 shares of A c " c preferred 
stock, par value $100, and 20,000 shares of common stock, par value 
$25. Preferred stock is to be distributed to the three owners on the basis 
of one share for even' $100 of the net assets of their respective companies. 
All assets are to be revalued as of the date of the proposed merger, June 
30, 1950. Common stock is to be issued at par for goodwill of Company 
X, $24,000, and Company Y, $5,500. The preferred stock will be dis- 
tributed on the basis of the net assets, exclusive of goodwill, after giving 
effect to the revaluation. 
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To obtain cash to build a new branch, 10,000 shares of common are 
sold at par to the public. 

Balance sheets of the three companies prior to the in corporator! of 
June SO are 


Assets 

X 

1 

z 

Cash 

$10 000 

$10,000 

$ 5 000 

Merchandise 1st entorv 

50,000 

23,000 

40 000 

Equipment 

35,000 

24 000 

35,000 

Buildings 

56,000 

— 

— 

Land 

25,000 

— 

~ 

Total islets 

$176 000 

$57,000 

$80 000 

Liabilities and Ppoprietorship 

A.ccownts Pat abl° 

$ 30,000 

$20 000 

$25 000 

Propneto-ehip 

146 000 

37,000 

55 000 

Total Liab and Propne*o*sinp 

$176,000 

$57,000 

$80 000 

Assets a-e to be re-valued as follows 

Merchandise Intento*n 

$ 45 000 

$20 000 

$35 000 

Land 

20 000 

— 

— 


Jr&rudior* 1 Prepare general journal entries for each of the three 
companies to record the re\ alustion of assets and the goodwill 

2 Prepare revised balance sheets for each of the three companies in 
the lo-m shown in this p-oblem. 

3 Compete the num.be* of shares of preferred and common stock each 
of the three fo*me* owners will recene fo* their companies. 

4 Prepare a balance sheet as it will appear after the me-ger and the 
Eale o’ the 10 000 shares of common Etoch to the public for cash at pzr 
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CORPORATION ACCOUNTS AND RECORDS 

recording In the preceding chapter it was assumed 

capital ^cV ° that corporation stock was exchanged directly 

for cash or property. Ordinarily before stock 
is actually sold a corporation accepts subscriptions for its capital 
stock. Those who expect to become stockholders subscribe for stock, 
thereby agreeing to pay cash at a later date for the shares for which 
they subscribe. This amount represents a receivable of the corpora- 
tion and is debited to an account entitled Subscriptions Receivable. 
At the same time the proprietorship of the corporation has been in- 
creased and an account entitled Stock Subscribed is credited. Each 
of these accounts represents a situation involving subsequent trans- 
actions. The subscriber must pay his subscription; the corporation 
must issue the stock certificate. Since stock certificates are freely 
transferable, it is not advisable for the corporation to issue stock until 
the subscription is fully paid. 

Separate receivable and subscribed accounts should be set up for 
subscriptions to preferred and common stocks. Subscriptions to pre- 
ferred stock would require the use of the accounts Subscriptions 
Receivable Preferred and Preferred Stock Subscribed; to common 
stock, the accounts Subscriptions Receivable Common and Common 
Stock Subscribed. 

The subscriptions receivable accounts are controlling accounts. 
They control the subscribers’ ledgers in which accounts with individual 
subscribers are set up. The relation of the subsidiary ledger in this 
case is exactly the same as the customers’ ledger described in Chapter 
VIII. 


subscription To illustrate the use of accounts for stock 

u!lustrated NS subscriptions, assume that on July 1 the 

Evans Corporation receives subscriptions for 
500 shares of common stock at par $100. The journal entry below 
is made to show the corporation’s claim against the subscribers and 
the subscribers’ equity in the corporation: 

July 1 Subscriptions Receivable Common 50,000 

Common Stock Subscribed 50,000 

Received subscriptions for 500 shares of common 
stock at par, ?100. 
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In accordance with the terms of the subscription contract a par 
ment of $40 on each share is made on the date The following: 
entn records, the receipt of the cash and the credit to the subscribers 

Juh 1 Cash 20 000 

Subscriptions Recen able Common 20 000 

Recened partial payment o! $40 a share on 500 
shares of common stock subscribed 

The final payment on the stock subscriptions is received on Julr 
15 and is recorded as follows 

Juh 15 Cash 30 000 

Subscriptions Receivable Common 30 000 

Received final payment of $60 a share on oOO 
shares of common stock subscribed 

Since the stock has now been fulh paid for, it mav be issued The 
following entn records the issuance of the stc>ck 

Juh Jo Common Stock Subscribed »0 000 

Common Stock ©0 000 

Issued »00 shares of common stock to subscribers. 

The nature of the subscriptions receivable and the stock subscribed 
accounts is shown b% the use of T accounts jn the chart below They 
are temporan accounts and cease to function after full payment has 
been received on the stock subscriptions. 


Temporal Accounts 



Subscriptions 


Cash 

Recei\ ABBE 

Common Stock 

b 20 000 

a 50 000 fb) 20 000 

j(d) ©0 000 

c 30 000 

c 30 000 

1 


Common 

Stock Sj^b^crtbep 


fd 50 000 a 50 000 

The transactions (a) to d) illustrated are the same as tho«e shown 
m the journal entries It should be noted that the temporary accounts 
are m balance after full payment has been reeen ed 

If a corporation recen es subscriptions to its preferred stock and 
later collects cash on these subscriptions the accounting entries would 
be similar to tho^e shown abo\ e except that the accounts Subscriptions 
Receivable Preferred and Preferred Stock Sub “scribed would be used 
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If a balance sheet of the corporation is prepared before subscrip- 
tions receivable are fully paid, the balance in the subscriptions receiv- 
able account would appear as a current asset and the balance in the 
stock subscribed account would appear as a proprietorship item. 


issuing stock AT Capital stock is sometimes issued for more 

discoijnt^ ° R A or ' ess than ^ P ar va ' ue - When this is done, 

a new account is set up to record the difference 
between the selling price and the par value. Wien stock is issued for 
more than its par value, it is said to be issued at a premium; when 
it is issued for less than par value, it is issued at a discount. In many 
states corporations are not permitted to issue stock for less than par. 

If stock is subscribed at a premium, the subscriptions receivable 
account is debited for the selling price, the stock subscribed account 
is credited at par, and a premium on stock account is credited for 
the difference. Assume, for example, that the Evans Corporation, 
mentioned previously, received subscriptions for 500 shares of its 
preferred stock at $110 a share on July 25. The entry to record the 
subscription is: 


July 25 Subscriptions Receivable Preferred 55,000 

Preferred Stock Subscribed . 50,000 

Premium on Preferred Stock 5,000 


Received subscriptions for 500 shares of pre 
ferred stock at $110 a share. 


If the laws of the state permitted and the above stock had been 
subscribed at a discount, the difference between the par value and 
the subscription price would have been debited to an account en- 
titled Discount on Preferred Stock. For example, if the subscriptions 
to prefeired stock mentioned above had been at $90 a share, the entry 
to record the subscriptions would be: 


July 25 Subscriptions Receivable Preferred 45,000 

Discount on Preferred Stock 5,000 

Preferred Stock Subscribed 50,000 


Received subscriptions for 500 shares of pre- 
ferred stock at $90 a share. 


Premium on Preferred Stock and Discount on Prefeired Stock are 
valuation accounts affecting the par value set up in the prefeired 
stock account. Since these amounts arise out of stock transactions, 
they are not considered as corporation earnings or losses. They are 
therefore set up on the balance sheet under the heading Capital Sur- 
plus. (See illustration on page 402). 
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Assume that the stock of the Evans Corporation that was Sub- 
scribed for at $110 on July 25 was to be paid for, one half at once and 
the balance on August 10 On July 25 the following entry would 
be made to record receipt of the first payment. 

July 25 Cash 27,500 

Subscriptions Receivable Preferred 27,500 

Received partial payment of $55 a share on 500 
shares of preferred stock subscribed 

On August 10 the final payment would be recorded, together with 
an entry for the issuance of the stock These entries are shown below 

Aug 10 Cash 27,500 

Subscriptions Receivable Preferred 27,500 

Received final payment of $55 a share on 500 
shares of preferred stock subscribed. 

Aug. 10 Preferred Stock Subscribed 50,000 

Preferred Stock 60,000 

Issued 500 shares of preferred stock to sub- 
scribers 

A balance sheet prepared for the Evans Corporation on July 31, 
before the August 10 transactions, would appear as follows: 


EVANS CORPORATION 
Balance Sheet 
July 31, 1949 



Assets 


Proprietorship 


Cash 

Subscriptions 

Preferred 

Receivable 

S 77,500 

27,500 

Preferred Stock Sub- 
scribed 

Common Stock 

$ 50,000 
50,000 




Capital Surplus* 

Premium on Preferred 
Stock 

5,000 

Total Assets 


$105,000 

Total Proprietorship 

$105,000 


Both of the assets are current assets, since Subscriptions Receiv- 
able Preferred are due on August 10 The premium on preferred 
stock is shown on the balance sheet as Capital Surplus. 

On August 10, after the second payment on subscriptions has been 
collected and the preferred stock has been issued, the balance sheet 
would appear as follows. 
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EVANS CORPORATION 
Balance Sheet 
August 10, 1949 


Assets Proprietorship 

Cash $105,000 Preferred Stock ... $ 50,000 

Common Stock . . 50,000 

Capital Surplus: 

Premium on Preferred 
Stock 5,000 

Total Assets $105,000 Total Proprietorship .. . . $105,000 


capital surplus The chief source of corporate surplus is un- 
AND earned surplus distributed earnings of the corporation. When 
corporate profits are retained and not paid as dividends to stock- 
holders, the increase in proprietorship comes from earnings and is 
shown by increases in the surplus account. If only earnings and div- 
dends affected surplus, then all surplus would be earned surplus. 

As is shown in the preceding paragraphs, surplus is affected by 
transactions other than those showing earnings and dividends. When 
stock is sold at a premium, a credit is made to the surplus account 
Premium on Stock. Such an item is clearly not an earning of the cor- 
poration and therefore differs from the earned surplus. It is called 
capital surplus to distinguish it from earned surplus. Increases in 
proprietorship, beyond those shown in the capital stock accounts, 
from sources other than earnings are called capital siirplus items. 
On the balance sheet, capital surplus and earned surplus should be 
shown as two separate items. 

Because of popular misunderstanding of the term “surplus,’' there 
is a growing movement to avoid the word in published corporation 
balance sheets. In place of “earned surplus” the phrase “retained 
income” is often used; in place of “capital surplus,” the phrase “paid- 
in capital.” Both of these phrases, “retained income” and “paid-in 
capital” avoid the use of the misinterpreted “surplus” and express 
very well the nature of the two items. 


CORPORATION 

earnings 


The determination of the profit or the loss 
for a corporation is similar to that for a 
sole proprietorship or a partnership. The corporation account Profit 
and Loss Summary contains the same income and expense items. 
However, after the net profit of a corporation has been found, two 
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differences appear (1) provision for corporation income tax and (2) 
declaration and payment of dividends to stockholders 

While both of these items are a part of the year’s operations, it is 
prevailing practice not to show dividend declarations as a part of 
Profit and Loss Summary The balance of the profit after the pro 
vision for income tax is transferred to the earned surplus account 
Dividend declarations are then charged to this surplus account rather 
than to Profit and Loss Summary or to a separate income distribution 
account 


income tax and Of the three forms of business organizations 
STATEMENTS °nlj the corporation needs accounts to 

record income tax liability Since the pay- 
ment of income tax is made m the year following that for which the 
tax is assessed the balance sheet of a corporation shows a current 
liability for this tax until payment has been made Among the current 
liabilities on such a balance sheet there is commonly an item that 
may be termed Provision for Federal Income Tax, Reserve for Federal 
Income Tax or Federal Income Tax Payable Since the tax is payable 
within a year the account is classified as a current liability 

Income tax differs from other taxes m that, by provision of the 
law, it is not an expense of the business The law is worded m such 
a way that income tax represents a participation by the taxing au 
thonty in the profits of the corporation The government is the first 
participant in the distribution of earnings For example if the eam 
ings of a corporation for one year are $100,000 and the federal income 
tax rate on corporations is 40 per cent, the amount of federal income 
tax payable during the following year is $40,000 The entry to record 
the income tax liability m this case is 


Dec 31 Profit and Loss Summary 

Federal Income Tax Payable 

To record the income tax liability 


40 000 

40 000 


Since federal income tax is not treated as an expense but is con 
sidered to be a participation m the profits by the government, federal 
income tax is not included in the expenses on the work sheet or on 
the profit and Joss statement On the work sheet the provision for 
federal income tax is shown as a distribution of the net profit On 
the profit and loss statement, the provision for federal income tax is 
reported as a deduction from net profit Parts of the work sheet and 
the profit and loss statement, showing the provision for federal income 
tax are given on the following page 
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Name of Account 


! Profit and Loss 
! Statement 

Balance Sheet 

j Dr. Cr. 

Dr. Cr. 

— 



■ ■ 

; 268,575 

j 368,575 

j 537, 290! 437,290 

Provision for Federal Income 

1 | 

! 

i j 


Tax 

V 

40,000 


! ‘ 40,000 

Net Profit after Provision for 

f 

1 

1 

1 1 

Federal Income Tax ' 

i 

1 60,000' 

ll 

[« 

* ; 60,000 

l j, 


,) 

368,575 

j. 368,575 

537,290' 537,290 


1 1 

1 

i 


1 " " 1 r 


Provision for Federal Income Tax on the Work Sheet 


Net Profit before Provision for Federal Income Tax 
Less Provision for Federal Income Tax 

Net Profit after Provision for Federal Income Tax 


<> 100,000 

40,000 

$ 60,000 


Provision for Federal Income Tax on the Profit and Loss Statement 


dividend After the current liability for federal in- 

declaration come tex k een se t U p ; the balance of the 

AND PAYMENT , , , . 

profit and loss summary account may be 

closed into the earned surplus account. As stated above, dividend 

declarations are usually debited to the earned surplus account. 


Declaration and payment of dividends involve two separate acts 
and may be separated in large corporations by one or more months 
in time. The declaration of a dividend is at the discretion of the 
board of directors. If the board feels it is advisable, it declares a 
dividend. The resolution declaring the dividend states the time it 
is to be paid. The entries for declaration on December 27 and payment 
on January 20 are shown below and on the following page: 


Dec. 27 Earned Surplus. 

Preferred Dividend Payable 

Common Dividend Payable 

To record the declaration on Dec. 27 oi the 
regular G'fc dividend on preferred stock and an 
87c dividend on common stock, payable on 
Jan. 20. 


6,000 

8,000 



406 


ACCOUNTING PRINCIPLES 


ICh 22 


Jan 20 Preferred Dividend Payable 
Common Dividend Payable 
Cash 

To record the payment of preferred and common 
dividends declared by the board on Dec 27 


6,000 
8 000 

14 000 


organization Expenditures incurred in the organization 

expenses 0 f a corporation, such as fees paid to the 

state and attorneys’ fees, are charged to an asset account Organization 
Cost or Organization Expense The items charged to this account 
should be restricted to those having to do with the formation of the 
corporation and should not include the installation of accounting 
systems, advertising campaigns or professional fees for plant con 
struction and layout 

The organization expense account is usually classed as an intangible 
asset and theoretically should be charged off over the estimated life 
of the corporation Since it is difficult to foretell the life of the cor 
poration and since this asset has practically no exchangeable value 
it is common practice to write it off over a period of five years The 
amounts written off are charged to earned surplus, as they are not a 
deductible expense for income tax purposes Assume the organization 
expenses of the Evans Corporation were $1,500, the annual write-off 
would appear as follows 

Dec 31 Earned Surplus 300 

Organization Expense 300 

To v/nte off one fifth of the organization ex- 
pense 

In successive years Organization Expense would appear as an 
intangible asset at $1,200, $900, $600, and $300 before it was written 
off entirely 


balance sheet of Accounts most commonly associated with the 
corporation corporate form of organization have been 
discussed A balance sheet containing the balances of such accounts is 
Aiown onpage 4tT< and a related surplus statement is shown on page 4'2& 

These statements were prepared for the O’Connell Merchandise 
Co at the end of the fourth year of operation Several items shown 
on these statements are worthy of special note 

(1) During the year 1950, subscriptions were received for 5000 
shares of common stock (par value $10) at par, and one half of this 
subscription has been collected The ownership interest of the new 
subscribers is shown in item (1) Common Stock Subscribed, $50 000 

(2) Under the heading “Intangible assets” is shown the balance 
of the organization expense account This was originally $20,000 
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O’CONNELL MERCHANDISE CO. 
Balance Sheet 
December 31, 1950 


Assets 

Current Assets; 

Miscellaneous Current Assets $195,000 

(1) Subscriptions Receivable Common 25,000 


Total Current Assets $220,000 

Fixed Assets; 

Miscellaneous Fixed Assets 227,000 

Intangible Assets: 

(2) Organization Expense 4,000 

Deferred Charges to Expense: 

Miscellaneous Deferred Charges 34,000 


Total Assets $485,000 


Liabilities 
Current Liabilities: 

Miscellaneous Current Liabilities $ 35,000 

(3) Preferred Dividend Payable No. 8 3,000 

(3) Common Dividend Payable No. 4 30,000 

(4) Federal Income Tax Payable 12,000 


Total Current Liabilities $ 80,000 

Proprietorship 

Capital Stock: 

Preferred Stock a $100,000 

Common Stock 1 ’ $200,000 

(1) Common Stock Subscribed 50,000 


Common Stock Outstanding and Sub- 
scribed 250,000 


Total Capital Stock Outstanding and Subscribed $350,000 


Surplus: 

Capital Surplus: 

(5) Premium on Common Stock 
Earned Surplus. 


$ 20,000 

35,000 


Total Surplus . . 


55,000 


Total Proprietorship 


405,000 


Total Liabilities and Proprietorship 


$485,000 


‘Authoris'd Preferred 
h \uthori:o<l Common Stock. 


0.000 ?hnrr<», par value SI OO. 
50,000 share*. par value $10. 


Balance Sheet of a Corporation 
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O CONNELL MERCHANDISE CO 


ST4TEMEVT OF EVFVED SURPLUS 

For 1 E4R Endep December 31 1^50 


Earned Surplus, Januan 1 10o0 

Net Profit for 19o0 


54 S 000 

SSo OOP 

(4) 

Less Provision for Federal Income Tax 
Transferred to Earned Surplus 


12 000 

36 000 


Total Earned Surplus 

Deductions 



T'a 000 

(3) 

Dividends on Preferred ^tock 




June 27 (Dividend No 

$3 000 00 




December 2*? (Dividend No B 

3 000 00 

$ 6 000 


(3) 

Dividends on Common Stock 





December 2^ Dividend No 4 


30 000 


(21 

Organisation Expense Written Off 

Total Deductions 


4 000 

540 000 


Earned Surplus Decembe* 31 1 <>o0 
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‘Statement of Earned Turpins 

and is now reported at $4 000 four fifths of the amount having been 
written off during the four t ear? bv chanre.- to Earned Surplus 

(3) The regular semiannual dividend on preferred and a dividend 
on common of ?1 50 a share were declared on December 2S parable 
Januan S to stockholder* of record on Januarr 4 The account 
Preferred Stock Dividend Parable \o s indicates the eighth dividend 
declared on preferred stock since incorporation and the account 
Common Stock Dividend Parable No 4 indicates the fourth dividend 
declared on common stock. Both dividends are listed on the balance 
sheet as current liabilities and on the surplus statement as deductions 
from Earned Surplus. 

(4) The net profit for the 0 Connell Merchandise Co hr the 
■\ ear 1950 was $4S 000 The first charge against this, profit was $12 000 
for federal income tax. The amount of income tax is shown on the 
surplus statement as a deduction from net profit and on the balance 
sheet under the heading ‘ Current Liabilities.’ 

(5) The O Connell Merchandise Co was authorized to issue 
2 000 shares of 6 per cent cumulative preferred stock with a par value 
of $100 and 50 000 shares of common stock with a par value of $10 
Immediately after organization 1 000 shares of pmf erred and 20 000 
shares of common were issued at par In Januarr, 194S 10 000 ad 
ditional shares, of common stock were issued at $12 a share. The 
premium on common stock $20 000, is shown on the halanc® sheet 
under the heading “Capital Surplus.” 
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records required The accounts of a corporation are essen- 

BY A corporation tially the same as those of any other type of 
business organization. The few additional accounts required can be 
added in the general ledger. The books of original entry need not be 
different from those used by a sole proprietorship or a partnership. 
The only distinctive records required by a corporation are those used 
to record the corporate activities of the company. The records most 
commonly used for this purpose are: (1) the minute book, (2) the 
subscription book, (3) the subscribers ledger, (4) the stock certificate 
book, and (5) the stockholders ledger. 


Minute Book. The minute book is the legal record of the proceed- 
ings of all meetings of the stockholders and of the board of directors. 
It often includes the charter and the bylaws as well. This record 
book serves as authority for actions of the officers and furnishes data 
for important entries to be made by the accountant. In it are found 
decisions on matters such as the purchase and the sale of property, 
the investment of surplus funds, the declaration of dividends, the 
obtaining of additional funds through the issue of bonds or additional 
stock, and the maintaining of reserves and sinking funds. 

Subscription Book. In most states the laws governing the creation 
of corporations provide that a substantial part of the capital stock of 
a corporation must be subscribed before a charter will be granted. 
Blanks containing the subscription contract are usually prepared, 
and the signatures of those who agree to subscribe for stock are placed 
on them. These subscription blanks may later be filed in a binder and 
referred to as the subscription book. 

Subscribers Ledger. The subscribers ledger contains accounts with 
the individual subscribers to capital stock. An account with each 
subscriber is debited from the subscription book for the amount that 
the subscriber agreed to pay for the stock and is credited from the cash- 
book with the payments made in full or on account. The subscriptions 
receivable account in the general ledger is also debited with the total 
of the subscriptions and is credited with the total of the cash received 
from subscribers. 

The accounts Subscriptions Receivable Preferred and Subscrip- 
tions Receivable Common control the subsidiary ledgers Preferred 
Subscribers Ledger and Common Subscribers Ledger. Summarized 
postings are made occasionally to the controlling accounts; individual 
or detailed postings are made currently to the subsidiary ledger accounts. 

Stock Certificate Book. The stock certificate book consists of blank 
stock certificates numbered serially and bound in book form with a 
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stub for each certificate If both preferred stock and common stock 
are issued, a different kind of certificate is ordinarily used for each 
class 

As may be seen by reference to the illustration below, each stock 
certificate contains the name of the corporation, the amount of the 
capital stock the total number of shares, and the number of shares 
represented by the certificate When stock is issued, the certificate 
and the accompanying stub are filled out The stub serves as a per 
manent record of the number of shares of stock represented by the 
certificate the name of the person to whom the stock has been issued, 
the date of issue, and the fact that the stock is an original issue or 
a reissue 

When stock is transferred, the owner must fill out the form for 
an indorsement that is printed on the back of the certificate 




H 






Stock Certificate with Stub Attached 


Stockholders Ledger The stockholders ledger is a subsidiary record 
of the capital stock outstanding It contains a separate account for 
each stockholder and is controlled by the account or accounts m the 
general ledger that show the amount of capital stock outstanding 
The account of each stockholder is credited with the number of 
shares of stock purchased by him and is debited with the number of 
shares sold or otherwise transferred by him The ownership, or pro 
pnetorship, of each stockholder is indicated, not by the par value or 
any other value of the shares held, but by the number of shares held 

registrar and Corporations whose stocks are listed on the 
transfer agent New York Stock Exchange are required to 
engage outside agencies to keep their stock certificate books and 
stockholders ledgers This requirement ensures proper handling of 
stock certificates when they are bought and sold The buyer or his 
agent turns in the old certificate to the transfer agent, who issues a 
new certificate and records the buyer as “stockholder of record" in 
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the stockholders ledger. The new certificate passes through the hands 
of the registrar before it goes to the buyer. Both the transfer agent 
and the registrar endorse the certificate at either end on the face, 
showing it has been properly issued. When dividends are declared, an 
official list of stockholders is prepared to show who are entitled to 
dividend checks. If the buyer’s name does not appear on this list, 
the dividend check will be made out to the seller of the stock. 


CORPORATE RECORDS 
AND ACCOUNTING 


To summarize: The minute book contains a 
record of the proceedings of the meetings of 


the stockholders and of the board of directors. It is not a book of 


account, but it evidences the authority for important entries made 


in the books of account. 


The subscribers ledger is a subsidiary ledger controlled by the 
subscriptions receivable account in the general ledger. When sub- 
scriptions are received, the blanks may be filed in a binder, which is 
referred to as the subscription book. The amounts of the subscriptions 
are posted to the individual accounts in the subscribers ledger, and 
the total of the subscriptions is posted to the subscriptions receivable 
account in the general ledger. When payments on subscriptions are 
received, the individual amounts are posted to the accounts in the 
subscribers ledger and the total of the receipts is posted to the sub- 
scriptions receivable account in the general ledger. When the posting 
has been completed, the balance of the subscriptions receivable ac- 
count should equal the sum of the balances of the accounts in the 
subscribers ledger. 

The stockholders ledger is a subsidiary record of the capital stock 
outstanding. When stock is issued for the first time, the individual 
accounts in the stockholders ledger are credited for the number of 
shares issued, and the capital stock account in the general ledger is 
credited for the par value of the shares. Wien stock that has once 
been issued is transferred from one stockholder to another, an entry 
in the general ledger is not required since the total amount of capital 
stock outstanding has not been changed. The only entry necessary 
is that which is made from the stock certificate book to the individual 


accounts in the stockholders ledger. 

A corporation is ready to carry on its operations after a part or 
all of its stock has been sold, the charter has been obtained, and the 
preliminary data have been recorded in the books. The fact that a 
business is incorporated does not mean that its activities are distinctly 
different from those of a sole proprietorship or a partnership. Xo 
matter what its legal organization may be, an enterprise must buy to 
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sell or produce to sell, it must incur expenses and realize profits d 
it is to continue in business and it must have these various trans- 
actions recorded in books of account in order to show its financial 
condition 

The difference in legal status between the corporation and the 
other forms of business organization does not affect operations to a 
great extent Since the existence of a corporation is the result of 
procuring a charter the corporation is necessarily subject to the 
regulations and provisions set forth in that document It is subject 
also to the national and the state laws relating to corporations Other 
wise it acts as does a sole proprietorship or a partnership 

QUESTIONS 

1 The Regal Manufacturing Company has been organized to manu 
facture shoes At the end of the first day of its existence a tnal balance 
of its ledger is as follows 

HEGAL MANUFACTURING COMPANY 
Trial Balance 

January 2 1950 


Cash 5450 000 

Subscriptions Receivable Preferred 50 000 

Subscriptions Receivable Common 100 000 

Preferred Stock $200 000 

Preferred Stock Subscribed 100 000 

Common Stock 150 000 

Common Stock Subscribed 150 000 


$600 000 $600 000 

(a) Explain the meaning of the balance of each account (b) How 
should the proprietorship be reported on a balance sheet prepared at 
this time’ (e) What is the total value of the assets of the corporation * 2 3 * * * 7 

2 Subscribers to the preferred stock of the Regal Manufacturing Com 
pany (Question No 1) pa> $50 000 to apply on their subscriptions 
(a) What entry or entries will this payment require 7 (b) Gi\ e the balances 
of the accounts in the tnal balance after these entries have been posted 

3 The W L Talbot Company has an authonzed capital stock of 

$1 000 000 Subscnptions have been received for 7 500 shares of stock 

at the par value of $100 Five thousand of these shares have been paid 

for in full and have been issued A 50% payment has been made on the 

remainder (a) Give the entries in journal form to record these trans- 
actions (b) Prepare a balance sheet to show the results of the trans 
actions 
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4. (a) Why is it desirable to show the premium or the discount on capital 
stock in a separate account? (b) Is Premium on Common Stock an asset, 
a liability, or a proprietorship account? 

5. The Miller Manufacturing Company was incorporated with a capital 
of $100,000 consisting of 1,000 shares of common stock with a par value 
of $100. Five hundred shares were subscribed for at $96, cash was received, 
and the stock was issued, (a) What was the proprietorship of the com- 
pany at that time? 

During the rest of the year the balance of the authorized stock was 
sold at $110, cash was received, and the stock was issued, (b) What 
was the proprietorship of the company at that time? 

6. During the year the Miller Manufacturing Company (Question No. 
5) made a net profit of $8,000, one half of which was paid as a dividend. 
The net profit for the following year amounted to $18,000, one half of 
which was paid as a dividend, (a) What was the book value of the stock 
after the payment of the first dividend? (b) How much did William Drew, 
the holder of 100 of the shares first issued by the corporation, receive 
as dividends? (c) What was the book value of his stock after the pay- 
ment of the second dividend? 

7. What effect have the following transactions on the proprietorship 
of a corporation? on the working capital? on the market value per share? 

(a) Declaration of a cash dividend. 

(b) Payment of a cash dividend. 

8. The Chesterfield Corporation with 1,000 shares of cumulative 5% 
preferred outstanding passed the regular dividend in December. The 
accountant set up a liability for the amount of the unpaid dividends. 
Do you approve? Explain. 

9. Distinguish between (a) organization expense and operating ex- 
pense, (b) earned surplus and capital surplus, (c) declaration of dividends 
and payment of dividends, (d) cumulative and participating preferred 
stock. 

10. Give the three journal entries leading to the following balance sheet 
of Dunn and Morlev, Inc. 

DUNN AND MORLEY, INC. 

Balance Sheet 
November 15, 1950 

Cash $160,000 Preferred Stock 

Subscriptions Rec. Com . . 60,000 Common Stock Sub- 
scribed . 

Premium on Common 
Stock 


$100,000 

100.000 

20,000 


$220,000 


$ 220,000 
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PROBLEMS 

1 The Acme Supplj Company was organized on April 1, 1950, with aa 
authorized capital stock of 500 shares of preferred stock, par value $100 
and o0,000 shares of common stock, par % alue $5 The preferred stock 
was to be sold for cash Subscriptions were taken for the common stock 
under the following terms 50% cash with subscription, balance within 
30 dav s The stock is issued when fulh paid for 

The following transactions occurred during April 

Apr 1 Received subscriptions for 15 000 shares of common at $6 

lo Received subscriptions for 20 000 sha-es of common sto"k at par 
23 Recened cash for 300 shares of p-e'erred at $95 Is c „ed tfc“ sto-k. 
30 Recened cash per agreement for common stock subscriptions of 
Apnl 1 Issued the stock. 

Iwlrvctiom (1) Reco’d the preceding transactions in general journal 
form and post to T accourts The accounts required are Cash, Sub- 
scriptions Receivable Common Preferred Stock, Common Stock, Common 
Stock Subscribed Discount on Preferred Stock Premium on Common Stock 

(2) Prepare in report form a balance sheet as of Apnl 30 

2 Following are the transactions of Carpenter, Inc. during 1949, its 
first % ear of operations 

(a) Peceived cash for 500 shares of common stock at par ($100) Issued 
the stock. 

(b) Acquired the going business of the Harold Corporation Issued 3^0 
shares of common stock at par ($1 00) m exchange for the following 
Machinery, $15 000, Buildings, $10,000, Land, $6,000, Goodwill, 
$5 000 

(c) Made a profit of $20 000 for t^e j ear’B operations (dehit Cash $21 900 
credit Reserve for Depreciation of Machinery, $1 500, Reserve for 
Depreciation of Buildings $400, and Profit and Loss Summan, 
$20 000) 

(d) Made provision for federal income tax payable of $8,000 and clos e d 
the balance of Profit and Lo c s Summary to Earned Surplus 

(e) Declared Common Dividend No 1 of $5 a share 

The following transactions occurred in 1950. 

(f) Paid the income tax for 1949 

(g) Paid the dividends declared in (e) 

(h) Received subscriptions for 500 shares of common stock at par, 50^ 
of the purchase price being paid m cash at the time of subscription. 

(i) Purchased the going business of the Chnsty Company for $50 000 
in cash Its assets were valued as follows Machinery, $20 000, 
Buildings, $12 000, Land $8 000 

0) "Made a profit of $40 000 for 1950 (debit Cash $45 000, credit Reserve 
for Depreciation of Machinery $4 000, Reserve for Depreciation oi 
Buildings $1,000 and Profit and Loss Summary $40,000) 

(k) Made provision for Federal income tax paj able of $16 000 and clos* 4 
the balance of Profit and Loss Summary to Earned Surplus 
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Instructions: (1) Record the above transactions directly in “T” accounts, 
intify each debit and each credit with the letter given for that transaction 
the list of transactions. The accounts required are: Cash; Subscriptions 
ceivable Common; Machinery; Reserve for Depreciation of Machinery; 
ildings; Reserve for Depreciation of Buildings; Land; Goodwill; Federal 
:ome Tax Payable; Common Dividend Payable (No. 1); Common Stock; 
mmon Stock Subscribed; Earned Surplus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

The Lakewood Corporation received its charter of incorporation on 
cember 31, 1948. Its authorized capitalization was as follows: 500 
ires of 4% cumulative preferred stock, $100 par, and 8,000 shares of 
nmon stock, par value $10. During its first two years of operation the 
owing transactions occurred. One fifth of the organization expense 
s charged against Earned Surplus on December 31 of each year, begin- 
g in 1949. 

19 

i. 2. Received cash for 250 shares of preferred stock and 4,000 shares of 

common stock at par. Issued the stock. 

15. Received subscriptions for 250 shares of preferred stock and 2,000 
shares of common stock at par, 50% of the purchase price being 
paid in cash at the time of subscription. 

). 15. Invested $50,000 in other assets. 

r. 31. Received in cash the balance due on the preferred and common 
stock subscribed. Issued the stock. 

r. 30. The attorney who secured the charter and performed other legal 
services in connection with organization rendered his bill for $3,000. 
He was paid in cash. 

j. 31. Net loss for the first year’s operations was $10,000 (debit Profit 

and Loss Summary; credit Cash). Closed Profit and Loss Summary 
to Earned Surplus. Charged off one fifth of organization expense 
to Earned Surplus. 

0 

>. 15. Sold 1,000 shares of common stock at a discount of $1 a share, 
r. 21. Invested $30,000 in other assets. 

31. Net profit for 1950 was $40,000 (debit Cash; credit Profit and Loss 
Summary). Made provision for federal income tax liability of 
$12,000 and closed the balance of Profit and Loss Summary to 
Earned Surplus. Charged off one fifth of organization expense to 
Earned Surplus. 

Instructions: (1) Record the transactions directly in “T" accounts. The 
ounts required are: Cash; Subscriptions Receivable Preferred; Sub- 
itions Receivable Common; Other Assets; Organization Expense; Federal 
ome Tax Payable; Preferred Stock; Preferred Stock Subscribed; Common 
ck; Common Stock Subscribed; Discount on Common Stock; Earned 
plus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

(4) If dividends were declared for the first time at the end of 1950, and 
he entire balance of Earned Surplus was distributed as dividends, bow 
ch would the preferred stockholders receive? The common stockholders? 



CHAPTER XXIII 

CORPORATION SURPLUS 


corporation The two chief divisions of corporation sur- 

surplus pliis, (1) capital surplus and (2) earned sur- 

plus, were introduced in the previous chapter It was stated there 
that, because of the difference in nature of these two types of sin- 
plus, they should be accounted for separately and should not be com- 
bined in one item on the periodic statements The practice of showing 
a single surplus item on the balance sheet is still widely followed 
Even when this is done, it usually represents the total of the balances 
of several surplus accounts in the ledger of the corporation These 
surplus accounts show the special conditions that gave rise to the 
various surplus items The surplus accounts of a corporation may 
generally be divided into two groups capital surplus accounts and 
earned surplus accounts 

capital surplus Increases in proprietorship of a corporation 

ACCOUNTS arising from sources other than earnings of 

the corporation and not represented by par or stated value of out 
standing stock result in capital surplus Such increases are best con- 
sidered as additions to the permanent mvestment of the business 
and may be credited to special surplus accounts to indicate the origins 
of the increases in proprietorship Capital surplus may arise from a 
number of sources The principal sources are (1) amounts paid m, 
(2) revaluation of assets, (3) gifts, and (4) transactions in own stock. 

Paid-In Surplus When stock is issued at a premium, the pro- 
prietorship of the corporation is increased by an amount greater than 
the par value of the capital stock issued This amount represents 
paid-in surplus, or an additional investment on the part of the owners 
It may therefore be properly considered as a part of the capital sur- 
plus of the corporation Although m some cases the account title 
Capital Surplus is used instead of the title Premium on Common 
Stock, the latter is preferable since the source of the proprietorship 
should always be indicated m a surplus account 

Appraisal Surplus When the value of land or other fixed property 
has increased and the present value of the fixed asset is to be recorded 
m the accounts, the value of the asset may be “written up" to corre- 
416 
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spond to the value determined by a competent outside appraiser. 
The credit entry is to a special surplus account, such as Surplus from 
Revaluation. The balance of this account may be considered a part 
of the capital surplus, and it should be set up in a separate classification 
called Appraisal Surplus. 

Donated Surplus. Sometimes corporations receive gifts of their 
own stock from stockholders, gifts of land from chambers of commerce, 
or gifts from other sources. When such a gift is land or similar property, 
it is appraised and recorded at a fair market value. Since the resulting 
increase in the proprietorship is not due to earnings of the corporation, 
it should be recorded as capital surplus. The source of the increase 
should be indicated by the title of the account, for example, Surplus 
from Gift of Property. 

Treasury Stock Surplus. When a corporation purchases its own 
stock in the market at less than par, or sells its own stock that it has 
bought at a price greater than it paid for it, an increase in proprietor- 
ship results that is not due to regular operations of the business. If 
the purchase price is more than par or the selling price is less than 
par, the result is the opposite, a decrease in proprietorship. These 
proprietorship changes are shown in a separate account, called Treasury 
Stock Surplus. These transactions are treated later in this chapter 
under the heading "Treasury Stock.” 

earned surplus The principal source of increase in pro- 

ACCOUNTS prietorship is earnings arising from the 

normal operations of the corporation. If these earnings are not dis- 
tributed as dividends, they remain under the heading of Earned Sur- 
plus. This earned surplus is available for dividend declaration at any 
time. The profits of good years may thus become available for divi- 
dends in poor years. 

If the board of directors wished to make the earnings a permanent 
part of the proprietorship, it may appropriate a portion of the earned 
surplus. Such a portion is known as Earned Surplus Appropriated; 
the remaining balance is known as Earned Surplus Unappropriated. 
In this case only the balance of Earned Surplus Unappropriated is 
available for dividend declaration. 

Whenever amounts have been appropriated by the board of 
directors for any purpose, the earned surplus of the corporation is 
necessarily shown in two main divisions. The chart shown on page 418 
indicates the classification of earned surplus. 
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f 1 Appropriated 

I (separate ac 
counts) 

2 Unappropn 
ated 

(one account) 


1 Contractual 

a Reserve for Bond Sudan? 
Fund 

2 Discretionary 

a Reserve for Plant Extenson 
b Reserve for Inventory Losses 


As indicated m the chart appropriation of earned surplus may he 
contractual or discretionary with the board of directors If the cor 
poration has contracted with bondholders to reserve specific amounts 
out of earnings or earned surplus the board is required to act in 
accordance with the contract In other cases the board acts in accord 
ance with its own best judgment In this latter case it may reverse 
itself whenever it ‘sees fit This instability of discretionary reserves 
leads some accountants to question the entries accounting for the 
board s resolutions 

Appropriations are debited to Earned Surplus Unappropriated 
and credited to the proper reserve account For example if the agree- 
ment with bondholders requires $20 000 to be appropriated each year, 
the following entry is made 

Dec 31 Earned Surplus Unappropriated 20 000 

Reserv e for Bond Sinking Fund 20 000 

To appropriate earned surplus for a re c erve for 
bond sinking fund 

Or if the board wishes to resene earnings to double the capacity 
of the plant over a period of five vears at a total cost of $150 000 the 
following entry would be made each vear 

Dec 31 Earned Surplus Unappropriated 30 000 

Reserv e for Plant Extension 30 000 

To appropriate earned surplus for a reserve for 
plant extension 

If a great decline m prices during the next fiscal period is expected 
although the inventory is consenatively valued a part of the ac 
cumulated earnings may be set aside by a debit to Earned Surplus 
Unappropriated and a credit to an account with a descriptive title 
such as Reserve for Inventory Losses 

Amounts set aside from earned surplus as reserves for special 
purposes should not be confused with reserves for depreciation and 
for bad debts A surplus reserve represents a part of the proprietor 
ship that is set aside so that it will not be distributed as dividends. 



Ch. 23] 


CORPORATION SURPLUS 


419 


Such a reserve may be only temporary; in a later period it may be 
transferred back to unappropriated surplus and thus be made avail- 
able for dividends. The equity of the stockholders is not reduced by 
the creation of the surplus reserve. On the other hand, the reserves 
for depreciation and for bad debts represent deductions from the values 
of the corresponding assets and at the same time result in deductions 
from proprietorship. 


corrections for j n gn^e of every effort to measure accurately 
PREVIOUS PERIODS ,, r , .? , , , . . J 

the profit or the loss of each given period, 

there almost always arises the necessity for corrections at a later 
time. The earned surplus unappropriated account is used in making 
adjustments that are required by the discovery of errors affecting 
the profits of previous fiscal periods. The profit or the loss that should 
be recorded in order to correct the error is not shown in an income or 
an expense account of the period in which the error has been dis- 
covered but is credited or debited to Earned Surplus Unappropriated. 
In all cases where a correction of an error of a past period is to be 
made, a careful analysis of the error's effect upon the present surplus 
figure is necessary. 

For example, the bookkeeper of the Burbank Manufacturing Com- 
pany discovered that during the previous fiscal period the purchase 
of office equipment costing $1,000 was recorded by a debit to the 
purchases account instead of to the office equipment account. This 
eiror resulted in an overstatement of $1,000 in the cost of goods so) d. 
The gross profit and the net profit were therefore understated by that 
amount. In order to correct the eiror, the bookkeeper made the follow- 
ing journal entry: 


July 10 Office Equipment . . . 1,000 

Earned Surplus Unappropriated 1,000 

To correct the error of June 15, at which time 
the cost of office equipment purchased was 
charged to Purchases instead of to Office Equip- 
ment. 


The correction of such errors in the books of the corporation is 
similar to the method used in sole proprietorships and partnerships. 
In the latter instances, however, corrections for previous periods may 
be made directly in the capital accounts, whereas in corporate ac- 
counting Earned Surplus Unappropriated is used. 


cash dividends A dividend is ordinarily a distribution of 

profits to the stockholders. Dividends may 
be declared annually, although the present tendency is toward quar- 
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terly dividends A dividend can be declared legally only by the board 
of directors and ordinarily only out of realized profits The stockholders 
have no claim upon the profits of a corporation until a dividend has 
been declared 

The policies of corporations with reference to the amount of the 
profits to be distributed as dividends vary widely Corporations 
that are conservatively managed limit their cash dividends to take 
care of economic depressions or unforeseen contingencies Many cor- 
porations have followed the policy of limiting cash dividends up to 
about 60 per cent of the total amount available They have, in this 
way, built up a considerable amount in the earned surplus accounts 

When a dividend is declared by the board of directors, it becomes 
a liability of the company to the stockholders and must be recorded 
as such at once It is customary to give each dividend a separate num 
ber If a corporation paid quarterly dividends regularly for ten years, 
the dividends of the eleventh year would be numbered 41, 42, 43, 
and 44 respectively A separate dividend check is issued to each stock- 
holder from a special dividend checking account set up for the amount 
of the entire dividend 

To illustrate the entries required in the declaration of a dividend, 
the following facts are assumed on December 31, 1950, the earned 
surplus unappropriated account has a credit balance of $65,500 after 
the profit and loss summary account balance of $25,500 has been 
closed into it, a dividend of $6,000 is declared on preferred stock and 
a dividend of $8,000 on common stock The entries required and the 
accounts after these entries have been posted are shown below and on 
the opposite page 

Dec 31 Earned Surplus Unappropriated 14,000 

Preferred Dividend Payable No 4 6,000 

Common Dividend Payable No 2 8,000 

Declared Preferred Dividend No 4 of ?6 a share 
payable on Jan 17 1951 to stockholders of 
record on Jan 15, 1951, and Common Divi- 
dend No 2 of $8 a share payable on Jan 18, 

1951, to stockholders of record on Jan 16, 1951 


Preferred Dividend Payable No 4 




i |[ Hi 1950 ( i 

Dec 31 

Common Dividend Payable No 2 

J9 

6 000 | 

■ 

1 

§g§§ 

1 


i 


■ 
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Earned Surplus Unappropriated 


1950 

Dec. 

31 


.19 

14,000 

1949 

Dec. 

31 

Balance 

V 

40,000 . 






1950 

Dec. 

31 


.19 

25,500 


Three dates attach themselves to each dividend declaration: (1) 
the date of declaration, (2) the date of stockholders of record, and 
(3) the date of payment. Since corporate shares are so freely trans- 
ferable, it is necessary to know which shareholders are entitled to the 
dividend checks. The law requires that the date of record follow the 
date of declaration, in order that the parties to transfers may know 
the dividend situation at all times. In the preferred and common 
dividends illustrated above, the dates of record were January 15 and 
January 16 respectively, both following the date of declaration. 

Although there is no contractual obligation on the part of a cor- 
poration to pay a dividend on cumulative preferred stock until it 
has been declared, it is considered good policy to show on the balance 
sheet the amount of cumulative preferred dividends in arrears. This 
may be done by adding to the balance sheet a footnote stating the 
amount of the dividends in arrears. 

stock dividends Dividends declared need not be payable in 

cash. They may be paid in various forms. 
They are sometimes paid in the stock of the corporation. Such divi- 
dends are known as stock dividends. For example, it a corporation has 
earned surplus of $100,000 and wishes to distribute this amount to 
its stockholders in the iorm of stock, the entries to record the declara- 
tion and the payment of this dividend are: 

Mar. 5 Earned Surplus Unappropriated $100,000 

Stock Dividend Payable $100,000 

To record the declaration of a stock divi- 
dend, payable Mar. 25. 

25 Stock Dividend Payable 100,000 

Common Stock 100,000 

To record the payment of the stock divi- 
dend. 

A stock dividend has no effect on the total equity of the stock- 
holders. The total proprietorship of the stockholders is merely divided 
into a greater number of parts. If, in the preceding example, a 100 
per cent stock dividend were declared, the number of shares of stock 
outstanding after the payment of the dividend would be doubled. 
Each stockholder would then own twice as many shares as he had 
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previously but the booh value of each of his shares would be only 
one half of the previous booh value From the point of view of the 
corporation a stock dividend results in a permanent appropriation 
of surplus Once the additional stock has been issued it becomes a 
part of the capital investment of the stockholders and that part of 
the surplus is no longer available for cash dividends 

Stock dividends are declared onl> on common stock outstanding 
unless there is participating preferred stock Nonparticipating pre- 
ferred stockholders have no further interest m earnings after the} have 
received dividends at the rate specified in the stock certificate 

The proprietorship action of the balance sheet of a corporation 
before and after a 100 per cent stock dividend is shown below 

Before deelarot on of Stock Dividend 
Proprietorship 

Capital Stock 

Common Stock (1 000 shares $100 par) 

Surplus 

Earned Surplus Unappropriated 
Total Proprietorship 

After declaration of 100 % *lock dividend 
Proprietorship 

Capital Stock 

Common Stock (2 000 shares $100 par) 

Surplus 

Earned Surplus Unappropriated 
Total Proprietorship 

A holder of 10 shares of stock with a book value of $2o0 a share 
before the stock dividend would have 20 shares of stock with a book 
value of $125 a share after the dividend 

the statement of The statement of earned surplus provides 

earned SURPLUS a suininar j Q f corrections applicable to 

the eamings of previous fiscal periods and of transactions performed 
by the board of directors The statement of earned surplus aLo serves 
to tie together the profit and loss statement and the balance sheet 
A statement showing in detail the changes in the surplus of Wells 
and White, Inc is illustrated on the following page 

The statement of earned surplus is divided into two major parts 
(1) entries affecting Earned Surplus Unappropriated and (2) entries 


$100 000 
150 000 
$■>30 000 


$*>00 000 
o0 000 
$*>50 000 
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WELLS AND WHITE, INC. 

Statement of Earned Surplus 
For Year Ended December 31, 1950 


Earned Surplus Unappropriated: 

Unappropriated Balance, Jan. 1, 1950 $450,000 

Corrections Applicable to Past Period: 

Additions; 

Inventory Omissions, Dec. 31, 1949 $ 15,000 

Capital Expenditures Charged as Expenses 9,000 

Sundry Credits 1,000 25,000 

$475,000 

Deductions: 

Underestimated Depreciation $ 40,000 

Additional Federal Income Tax for 1949 3,000 

Sundry Debits 2,000 45,000 

Adjusted Earned Surplus Unappropriated, Jan. 1, 1950 .$430,000 

Current Operations: 

Net Profit for 1950 .$230,000 

Less Provision for Federal Income Tax 90,000 

Addition to Earned Surplus Unappropriated 140,000 

$570,000 

Less: 

Cash Dividends on Preferred Stock $ 30,000 

Cash Dividends on Common Stock 50,000 

Write-off of Organization Expense 10,000 

Deductions from Earned Surplus Unappropriated . 90,000 

Earned Surplus Unappropriated before Reserves $480,000 

Appropriations: 

Reserve for Bond Sinking Fund $ 20,000 

Reserve for Plant Extension 30,000 

Total Appropriations 50,000 


Balance of Earned Surplus Unappropriated, Dec. 31, 

1950 $430,000 

Earned Surplus Appropriated: 

Reserve for Bond Sinking Fund, Jan. 1, 1950. . $80,000 
Add 1950 Appropriation (see above) 20,000 

Reserve for Bond Sinking Fund, Dec. 31, 1950 $100,000 

Reserve for Plant Extension, Jan. 1, 1950 .$60,000 

Add 1950 Appropriation (see above) 30,000 

Reserve for Plant Extension, Dec. 31, 1950 90,000 

Total Earned Surplus Appropriated 190,000 


Balance of Earned Surplus Appropriated and Unappro- 
priated, December 31, 1950 $620,000 


Statement of Earned Surplus 
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affecting Earned Surplus Appropriated The first section includes 
correcting entries, both debits and credits; dividend declarations, 
preferred and common, write-offs of any assets chargeable to surplus; 
and contractual and discretionary appropriations. The second section 
shows the increases m the earned surplus appropriated accounts 
brought down from the first section. The final figure gives the total 
of all earned surplus accounts as of the date of the balance sheet. 

The statement of earned surplus reports primarily the activities 
of the board of directors in declaring dividends, appropriating sur- 
plus, and writing off intangible assets These activities affect the ac- 
counts of a corporation and are not found in the sole proprietorship 
or the partnership; the statement of earned surplus, therefore, is only 
to be found in corporation accounting 


method OF When no-par-value stock is sold, the amount 

value , stock * PAR " received is credited to the capital stock ac- 
count Since the stock does not have a par 
value, neither premium nor discount on stock needs to be considered. 
For example, if the R F Monroe Corporation is authorized on June 1, 
1949, to issue 4,000 shares of no-par-value stock and on that date 
sells 2,000 shares of this stock at $27 a share, the opening entries are: 


June 1 The R F Monroe Corporation is incorporated with 
an authorized capital stock of 4,000 shares having no- 
par value 

1 Cash 54,000 

Common Stock 54,000 

Sold and issued 2,000 shares of no-par-value 
stock at $27 a share 


If a balance sheet was prepared after these entries had been posted, 
the proprietorship section would be 


Proprietorship 

Common Stock Outstanding (No-Par Value) 2,000 shares* $54,000 

*No-Par Value Stock Authorized, 4,000 shares 

When subscriptions to stock of no-par value are entered in the 
books, they are recorded at the selling price of the stock and the 
credits to Common Stock Subscribed are entered at the same amount. 

Under the laws of some states the directors of a corporation may 
specify that a portion of the payment for stock of no-par value is 
to be credited to Common Stock and the remainder to Premium on 
Common Stock. The portion to be credited to Common Stock is 
known as the stated lalue. In the previous illustration the stated value 
might have been $20 a share. The entry would then have been: 
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June 1 Cash 54,000 

Common Stock 40,000 

Premium on Common Stock. 14 qqq 

Sold 2,000 shares of no-par-value stock at $27 a 
share. The stated value of the stock is $20 a 
share. 

The accounting for no-par-value stock with a stated value is 
similar to the accounting for par-value stock. 

treasury stock When a corporation reacquires some of its 

own stock from its stockholders either by 
purchase or gift, such stock is known as treasury stock. Since treasury 
stock has been issued for value by the corporation, it can be sold at 
any price without the usual limitations on discount. Treasury stock 
should be distinguished from unissued stock, since the latter has 
never been issued by the corporation and therefore has no accountable 
value. 

Outstanding capital stock may be donated to the corporation by 
existing stockholders in order that working capital can be obtained 
through its sale. This practice is occasionally used by corporations 
that have issued all their stock in payment for property. The follow- 
ing illustration will show the method of recording such transactions 
invoking treasury stock. 

The stockholders of a corporation donate 600 shares of common 
stock having a par value of $100 a share. The entry to record the 
receipt of the stock by the corporation on February 20 is: 

Feb. 20 Treasury Stock Common 60,000 

Donated Surplus 60,000 

Received a donation of 600 shares of common 
stock, par value $100, from stockholders. 

If all this treasury stock is sold at par on March 25, the following 
entry will be made: 


Mar. 25 Cash .... 60,000 

Treasury Stock Common . . 60,000 


Sold 600 shares of treasury stock at par. 

After these entries have been posted, the donated surplus ac- 
count will have a balance of $60,000, which is the profit derived from 
the donation and the sale of the treasury stock. This profit may be 
considered as part of the capital surplus of the corporation. 

Frequently the stock that has been donated to a corporation can- 
not be sold at par. If. in the case given above, the stock were sold at 
$90 a share, the entry would be as shown on the following page: 
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Mar 25 Cash 54,000 

Donated Surplus 6 000 

Treasury Stock Common 60,000 

Sold 600 shares of treasury stock, par \alue 
5100, at $90 a share 

The donated surplus account would then have a balance of $54,000 
which would be the increase in proprietorship resulting from the gift 

If only 300 shares had been sold at $90 a share, the entry would 
have been as follows 

Mar 25 Cash 27,000 

Donated Surplus 3,000 

Treasury Stock Common 30,000 

Sold 300 shares of treasurv stock par \alue 
5100, at 590 a share 

The donated surplus account is credited at the par value of the 
stock until the stock is sold If the treasury stock is sold at a discount, 
the amount of the discount is debited to Donated Surplus, thus lower- 
ing the balance of that account If donated stock is sold at a premium, 
the donated surplus account is credited for the amount of the premium 
in order to show the increased value of the gift to the corporation 

More frequently a corporation purchases its own stock In this 
case the treasury stock account is debited for the par value of the stock 
purchased and credited for the par value of the stock sold Any 
difference between the par value of the stock and the purchase price 
is debited or credited to an account called Treasury Stock Surplus 
This account is a capital surplus account When the stock is sold, the 
par value is credited to the treasury stock account, and any difference 
between the par value and the selling price is debited or credited to 
Treasury Stock Surplus 

For example, a corporation purchases 500 shares of its own pre- 
ferred stock fpar value $100j for $40,000 The entry to record this 
purchase on April 15 is 

Apr 15 Treasury Stock Preferred 50,000 

Cash 40,000 

Treasury Stock Surplus 10,000 

Purchased 500 shares of stock, par \alue 5100 
from the stockholders at $80 a Bhare 

If the stock is sold on May 10 for $55,000, the entry' to record the 
transaction is 
May 10 Cash 

Treasury Stock Preferred 
Treasury Stock Surplus 

Sold 500 shares of treasury stock, purchased on 
Apnl 15, at $110 a share 


50,000 

5,000 
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The result of these two transactions is to increase the capital sur- 
plus account Treasury’- Stock Surplus $15,000. If the sale had been 
at $90 a share, the credit balance in Treasury Stock Surplus would 
have been $5,000. If the stock had been sold" at less than cost, say 
at $70 a share, the treasury stock surplus account would have a debit 
balance and would be a subtraction from the other capital surplus 
account balances. 

The treasury stock account is a valuation account affecting the 
stock issued account. The difference between stock issued and treasury 
stock should show stock outstanding. For example, assume that 
The Fanes Corporation had issued 1,000 shares of $100 par preferred 
stock and 1,000 shares of $100 par common stock, had later purchased 
200 shares of the common stock at $80, and had an earned surplus of 
$5,000. These facts would appear on the balance sheet as follows: 

Proprietorship 

Capital Stock: 

Preferred Stock (issued 1,000 shares) $100,000 

Common Stock (issued 1,000 
shares) $100,000 

Less Treasury Stock Common (200 

shares) 20,000 


Common Stock Outstanding (800 shares) 

80,000 


Total Capital Stock Outstanding 

Surplus: 


$180,000 

Capital Surplus: 



Treasury Stock Surplus 

$ 4,000 


Earned Surplus 

5,000 


Total Surplus 


9,000 

Total Proprietorship 


$189,000 


If the treasury stock in the previous case had been purchased at 
$110 a share, the balance sheet would appear as shown on the following 
page. 

Treasury stock is considered by some corporations to be an asset 
in the form of a temporary investment and is reported as such on the 
balance sheet. This is particularly true when the stock has been pur- 
chased for resale. For example, a corporation may purchase its own 
stock on the open market for the purpose of selling it later to employees 
on the installment plan. It is considered more desirable, however, to 
treat treasury stock as a minus proprietorship item, or, in other words, 
as a deduction from the capital stock outstanding. No dividends of 
any type are declared on treasury stock. 



428 


ACCOUNTING PRINCIPLES 


[Ch 23 


Proprietorship 

Capital Stock 

Preferred Stock (issued 1,000 shares) $100,000 

Common Stock (issued 1,000 
shares) $100,000 

Less Treasury Stock Common (200 
shares) 20,000 


Common Stock Outstanding (800 shares) g0,000 


Total Capital Stock Outstanding 
Surplus 

Lamed Surplus 
Capital Surplus 

Treasury Stock Surplus (deficit) 


$180,000 

$ 5,000 
2,000 


Net Surplus 


3,000 


Total Proprietorship 


$183,000 


QUESTIONS 

The United Corporation (a) issues at $110 a share, 1,000 shares of 
nmon stock having a par value of $100; (b) revalues at $500,000 its 
ldings the value of which is recorded at $400,000, (c) accepts from 
Beverly Chamber of Commerce a gift of a plot of ground that is 
)raised at $100,000 and on which a branch plant is to be erected 
re the entry to record each of the transactions What is the effect of 
h transaction on the proprietorship of the corporation’ 

The earnings before income taxes of the United Corporation for the 
rent year are $250,000 The corporate income tax rate is 40% 
e board of directors (a) appropriates $10,000 m accordance with an 
eement with the bondholders, (b) appropriates $25,000 to be used for 
extension of the plant, and (c) declares a quarterly dividend of $2 
hare on outstanding capital stock of 10,000 shares Give the entries 
essary to record these transactions 

At three previous times during the current ye^r the board of directors 
the United Corporation (Question No 2) declared a quarterly dm- 
id of $2 a share How much was Earned Surplus Unappropriated 
•eased during the year’ 

The General Manufacturing Co declares quarterly dividends of $1 
hare on outstanding common stock of $500,000, par $100 What 
ry is required to record (a) the declaration of each dividend’ (b) the 
inent of each dividend’ 

The board of directors of The General Manufacturing Co declares a 
f o stock dividend (a) Give the entry required by this transaction 
If A holds 20 shares of the stock of this company, how many shares 
he receive as a dividend’ 



Ch. 23] 


CORPORATION SURPLUS 


429 


6. The proprietorship of the Brown Corporation is shown as follows: 

Common Stock ($100 par) . $50,000 

Premium on Common Stock 4 000 

Earned Surplus Unappropriated 30,000 

A 20% stock dividend is declared, (a) Give the entries to record the 
declaration and payment of the dividend, (b) What was the book value 
per share before the declaration of the stock dividend? after the issue of 
the dividend? (c) What was the effect of the issue of the stock dividend 
on the ownership equity of each stockholder in the corporation? 

7. The Pacific Transportation Company has 10 stockholders, each own- 
ing 100 shares of stock haring a par value of $100 a share. The surplus 
is $20,000. Each stockholder donates to the corporation 20% of his 
stock. What is the book value of each share and of the total shares held 
by each stockholder (a) before the donation? (b) after the donation? 

S. The following balance sheet is a condensed form of that prepared 
for the Swanson Manufacturing Co. at the end of a fiscal year: 

SWANSON MANUFACTURING CO. 

Balance Sheet 

May 31, 1950 

Assets Liabilities and Proprietorship 


Current Assets $100,000 

Treasury Stock 20,000 

Fixed Assets S0,000 

Goodwill 30,000 


Total Assets $230,000 


Current Liabilities . . $ 50,000 

Common Stock 100,000 

Donated Surplus 20,000 

Paid-in Surplus 30,000 

Earned Surplus Unappro- 
priated 30,000 


Total Liab. and Prop $230,000 


(a) Explain the nature and the possible origin of each item, (b) 
How much is available for distribution as dividends? 


PROBLEMS 


1. The balance sheet of the Emerson Corporation on June 80, 1949, 
consisted of: Cash, $35,000; Merchandise Inventory, $40,000; Common 
Stock ($25 par value), $75,000. The following transactions occurred 
during the fiscal year ended June 30, 1950: 


(a) Sold 400 shares 5% preferred stock, par value $100. for cash, $40,000. 

(b) Operations for the year were reflected in the following summary: 

Cash ' 2 5.° 00 

Merchandise Inventory 15,000 

Profit and Loss Summary 40,000 
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(c) Made provision for federal income tax liability of $7,500 and closed 
the balance of Profit and Lo<53 Summary to Earned Surplus Un- 
appropriated 

(d) Declared preferred stock dividend No 1 of $5 a share and common 
stock dividend No 1 of $4 a share 

(e) Paid the dividends 

ff) Appropriated $2,500 of surplus for inventory losses 

Instructions { 1 ) Record the June 30, 1949, balances and the transactions 
directlj in ‘ T" accounts Identify each debit and each credit with the letter 
given for that transaction in the list of transactions The accounts required 
are Cash, Merchandise Inventorj, Federal Income Tax Payable, Preferred 
Dividend Payable No 1, Common Dividend Pajable No 1, Preferred Stock, 
Common Stock, Reserve for Inventorj Losses Earned Surplus Unappro- 
priated, Profit and Loss Summarj 

(2) Prepare a trial balance as of June 30, 1950 

2 The Kruly Corporation was organized on June 1, 1950, with authorized 
capital stock of 6,000 shares of common, $100 par The following trans- 
actions took place during the first month 

June 1 Common stock (1,500 shares) was given in exchange for assets as 
follows Inventory, $60,000, Buildings $50,000, Store Equipment, 
$30,000, and Land, $10,000 

2 Subscriptions were received for 2 000 shares of common stock at 
$110, with 50°^ cash received at the time of subscription 

3 In order to provide additional working capital, common stock- 
holders donated 500 shares of common stock to the corporation 

4 Two hundred shares of treasury stock were sold to the public at $90 
8 The assets of a going companj were accepted m payment for 500 

shares of common stock The assets receiv ed were v alued as follows 
Buildings, $25,000, Land, $15,000, and Goodwill, $10,000 
19 Received the balance due on the common stock subscribed Issued 
the stock 

25 Had the company's buildings appraised The appraiser estimated 
that the buddings should be valued at $100,000 The adjustment 
was made on the records to revalue the buildings account 

Instructions (1) Record the foregoing transactions in “T” accounts 
The accounts required are Cash Subscriptions Receivable Common, 
Merchandise Inventory Store Equipment, Buildings, Land, Goodwill, 
Common Stock, Treasury Stock Common, Common Stock Subscribed, 
Premium on Common Stock, Surplus from Revaluation, Donated Surplus 
(2) Prepare a balance sheet as of June 30, 1950 

3 The proprietorship section of the balance sheet of the Pacific Corpora- 
tion as of December 31, 1949, is given at the top of the opposite page 

The following transactions affecting the proprietorship accounts took 
place during 1950 

Jan 15 The following errors and omissions for 1949 were discovered during 
the annual audit just completed 

(a) On September 15, 1949, the company purchased 1,000 shares 
of its own common stock on the open market at $95 The 
discount was credited to Earned Surplus Unappropriated 
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Assume also that each corporation has earnings, before the payment 
of bond interest, of $500,000 and that 40 per cent of the net 'profit 
is paid as income tax. The following table then shows the calculation 
of the earnings per share available for the common stockholders of 
each corporation. 



| Corporation [Corporation’ 
[A B i 

1 L .... . .. .1 

Corporati 

c 

Capital Structure: 

4% Bonds.. 

5% Preferred Stock, $100 par 

Common Stock, $100 par 

1 

| 

: 

40,000 shares' 

i 

20,000 shares 
20,000 shares 

$2,000,00 
10,000 sha 
10,000 sha 

Earnings 

Less Interest on Bonds 

$500,000 

$500,000 

$500,000 

80,000 

Balance ..... 

Less Provision for Income Tax (40% of profit 
after bond interest) 

$500,000 

200,000 

$500,000 

200,000 

$420,000 

16S,00C 

Balance 

Dividends on Preferred Stock 

$300,000 

$300,000 

100,000 

$252,000 

50,000 

Available for Dividends on Common Stock 
Earnings per Share of Common Stock 

$300,000 
$7 50 

$200,000 

$10 

$202,000 
$20 20 


In Corporation A. the earnings per share of common stock are 
$7.50. In Corporation B, half of the capital is obtained from 5 per cent 
preferred stock; the balance available for the common stockholders is 
therefore increased to $10 a share. In Corporation C, half of the capital 
is obtained from4per cent bonds and the amoimt paid in bond interest 
is not subject to income tax; as a result, the earnings per share of com- 
mon stock are increased to $20.20. 

This table shows the advantage to common stockholders of having 
corporation capital obtained through bonds and preferred stocks 
whenever the corporation earns on an average more than the cost of 
bonds or the return on preferred stock. But, if the average earnings 
are less than the interest rate on bonds or the return on preferred 
stock, the common stock carries the risk of loss of return. Assume 
that in the previous examples the annual earnings of each corporation 
had been only $170,000 before bond interest and that the income tax 
rate continued at 40 per cent. The earnings available for common 
stockholders would then have been as shown on page 434. 
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Corporation 

Corporation; 

Corporation 


A 

B 

C 

Capital Structure 




4% Bonds 



$2 000 000 

5% Preferred Stock $100 par 


20 000 shares! 

10 000 shares 

Common Stock $100 par 

40 000 shares 

20 000 shares 

10 000 shares 

Earnings 

$170 000 

$170 000 

$170 000 

Less Interest on Bonds 



80 000 

Balance 

Less Provis on for Income Tax (40% of profit 

$170 000 

$170 000 

$ 90 000 

after bond interest) 

68 000 

1 68 000 

36 000 

Balance 

$10“> 000 

$102 000 

$ 54 000 

Dividends on Preferred Stock 


100 000 

50 000 


Ava lable for Dividends on Common Stock $10' > 000 $ 2 000 5 4 000 

Earnings per Share of Common Stock $2 5o 10<f 40fS 


bonds payable A bond is a promise under seal to pay a 
definite sum of money at a stated time and 
to pay interest at a stipulated rate Certain property ls usually pledged 
as seeunty for the payment of both the principal and the interest 
but bonds may be issued without being secured by a particular piece 
of property or by a mortgage 

The purpose of the bonds payable account is to show the face 
value of the bonds outstanding against the corporation This account 
is credited with the face value of the bonds issued and debited with the 
face value of all bonds redeemed or otherwise retired When a cor 
poration has several issues of bonds outstanding a separate account 
for each issue is maintained 

The bonds payable account should give the life of the bonds the 
date they come due the interest rate and how often interest is paid 
If a corporation has only two or three issues each may very well be 
shown separately on the balance sheet But if it has many issues 
they may be combined into one item on the balance sheet and the 
detail may be given in a supporting schedule Bonds payable accounts 
are reported on the balance sheet as fixed liabilities 

Bonds are classified in various ways As to the mode of interest 
payment they may be registered or coupon bonds If registered the 
interest check is made out to the registered party if coupon the 
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coupon is clipped and sent in for payment. As to security, bonds may 
be secured, as explained below, or unsecured. As to payment of principal, 
they may call for payment of a definite amount at a definite date in 
the future, or they may provide for payment at a time determined by 
lot, or they may be convertible into some other form of security at the 
option of the corporation or the holder. 

A secured bond is one of a series, the payment of which is assured 
by giving bondholders a preferred claim on some particular asset. This 
asset may be a building, it may be the entire plant including buildings 
and machinery, or it may be stocks or bonds owned by the debtor 
corporation. 

If bonds are sold before interest begins to accrue, the entry is a 
simple one debiting Cash and crediting Bonds Payable. If the sale 
occurs later, it is customary to charge the buyer with the accrued 
interest. For example, assume that $100,000 worth of 4 per cent bonds 
dated January 1, 1949, were sold on April 1, 1949. Three months’ 
interest at 4 per cent w r ould have accrued between January 1 and 
April 1. The entry on the records of the selling corporation would be: 


April 1 Cash 101,000 

Bonds Payable . . . . 100,000 

Bond Interest Expense . 1,000 


Sold $100,000 worth of 4% bonds, dated Jan. 1 
at par plus accrued interest. 


bond premium Bonds are sometimes sold for more than their 

and discount face va ] ue> jf a business has unusually high 

credit or offers an exceptionally high rate of interest, buyers may be 
willing to pay more than the face value for its bonds. For example, 
on January 2, 1949, Bland & Company sell $100,000 worth of bonds, 
winch are due in five years and bear 6 per cent interest, at $105. The 
transaction is recorded as follows: 


Jan. 2 Cash 105,000 

Bonds Payable 100,000 

Premium on Bonds Payable 5,000 


Sold $100,000 worth of five-year 6% bonds at 105. 

The investors paid this premium because they were willing to lend 
money to the corporation at less than the contract rate. In other words, 
the prevailing interest rate is less than the contract rate for this par- 
ticular issue of bonds. The adjustment to the actual yield of the bonds 
so that the investors will receive only the prevailing rate of return is 
effected by baling the investors pay in advance for the privilege of 
receiving a return in excess of the prevailing rate. Bland & Company 
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have incurred two liabilities one to paj the face value of the bonds 
$100 000) in five 3 ears and the other to pa> interest at a higher rate 
than the prevailing rate 

Since the bond premium has been received because the rate of 
interest to be paid is higher than the prevailing rate it may be con 
sidered as a liability At the time of each interest pa>Tnent the cor 
poration will pa> to the bondholders interest at the contract rate 
\ot all of this payment however will represent actual interest cost 
to the corporation as a portion of the premium alreadj received ma\ 
be considered as an offset against the interest payment 

The nature of bond premium can be illustrated b> emphasizing 
the mo\ ement of cash incident to the bond issue When a premium is 
received on bonds issued the movement of cash inward is that much 
greater than the movement of cash outward when the bonds are paid 
The interest pavments during the life of the bonds must absorb this 
difference 

In the transaction above Bland &, Companj received $10o000 in 
ash at the time the bonds were sold During the life of the bonds the 
corporation pass $6 000 a 3 ear as interest or a total of $30 000 When 
the bonds come due at the end of the fifth sear the corporation pass 
the bondholders the principal amount of $100 000 The cash account 
reflecting the bond transaction* is shown below 

Cash 

Cash received from sale of Cash pa d for interest over 

6 bonds lOo 000 1 five > ears 30 000 

Cash paid for principal 100 000 

The result is a net decrease in cash over the life of the bonds 
amounting to $2o 000 which is the cost of the bond deal Distributed 
over five sears this gives an annual cost of $o 000 or o per cent on 
the value of bonds outstanding 

Bond* ma\ al>n be sold at a discount Par pAampJe on January- 
2 1949 Bland <5L Companv sell five-sear 4 per cent bonds with a face 
value of $100 000 at $9o This transaction is recorded as follows 
Jan ° Cash 9o 000 

Discount on Bonds Pa} able o 000 

Bonds Payable 100 000 

Sold $100 000 worth of five-} ear \% bonds at 
9o 

The discount on the bonds represents a deferred charge to interest 
cost The corporation has contracted to repay at maturity an amount 
greater than it received in cash In return however it will pas at the 
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end of each year interest at a lower rate than the prevailing one. The 
discount may be considered as analogous to interest paid in advance 
when a note is discounted. 

In the transaction above, Bland & Company received $95,000 in 
cash at the time the bonds were sold. During the life of the bonds, 
the corporation pays $4,000 a year as interest, or a total of $20,000. 
When the bonds come due at the end of the fifth year, the corporation 
pays the bondholders the principal amount of $100,000. The cash 
account reflecting the bond transactions is shown below: 

Cash 

Cash received from sale of Cash paid for interest over 

4% bonds. . . . 95,000 , five years 20,000 

Cash paid for principal 100,000 

The net cash difference here is. as in the bonds sold at a premium, 
$25,000, or $5,000 a year. This amounts to 5 per cent on the amount 
issued. 


amortization of The bond premium and the bond discount 
bond d?scount AN ° accounts should be written off over the life 

of the bonds. The amount of the annual 
write-off is an adjustment of the annual interest expense. 

In the case of the five-year, 6 per cent bonds sold at a premium of 
$5,000, the annual write-off is $1,000. The entry for the payment of 
the annual interest is: 


Dec. SI Premium on Bonds Payable 
Bond Interest Expense 
Cash. 

To record the payment of interest at 6°^ on the 
bonds outstanding and the amount of the pre- 
mium that offsets this payment. 


1,000 

5,000 

6,000 


In the case of the five-year, 4 per cent bonds sold at a discount of 
$5,000, the annual write-off of $1,000 increases the charge to Bond 
Interest Expense. The entry for the payment of the annual interest is: 


Dec. 31 Bond Interest Expense o,000 

Cash T000 

Discount on Bonds Payable . • ■ 1,000 


To record the payment of interest at on 
the bonds outstanding and the amount of the 
discount that applies to this payment. 


In the preceding illustrations the amortization of bond premium 
and bond discount was recorded in connection with the bond interest 
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payment An alternate method postpones the amortization entry 
until the end of the fiscal period when it is shown as an adjusting entry 
A single adjusting entry can summarize for the year all the adjustments 
for all bond interest payments For example a corporation might ha\e 
outstanding two bond issues providing for quarterly payment of inter- 
est to bondholders In place of eight entries m the bond valuation 
accounts, one made at the time of each interest payment, one adjusting 
entry could summarize the effect on the bond premium or bond discount 
accounts 

bond premium and The accounts with bond premium and bond 
T he* BALANCE *SH EET discount may be considered as valuation ac- 

counts affecting bonds payable If that is 
done the premium on bonds payable for the preceding illustration 
would appear on the balance sheet as follows 

Fixed Liabilities 

6% Bonds Payable (Due December 31 1953) $100 000 

Premium on Bonds Payable 4 000 $104,000 


Discount on Bonds Payable would similarly be attached to the 
bonds payable account and would be shown on the balance sheet as a 
deduction 

Many accountants consider it better practice to separate the bond 
premium and bond discount accounts from the bonds payable account 
on the balance sheet The bonds payable account then appears at 
face value Discount on Bonds Payable is shown on the asset side of 
the balance sheet as a deferred charge to expense Premium on Bonds 
Payable is shown as a deferred credit to income on the liability side 

bond SINKING fund When bonds are issued, it is frequently with 
the provision that a definite amount is to be 
set aside each year to provide for their retirement at maturity The 
amounts set aside form a sinking fund The total amount of this fund 
should, upon the maturity of the bonds equal the face value of the 
bonds The fund may be m cash, although it consists more commonly 
of in\estments m marketable securities The control of this fund may 
be in the hands of a third party, known as a trustee 

When an amount is transferred to the sinking fund, an account 
called Bond Sinking Fund is debited and the cash account is credited 
For example, the Roy al Manufacturing Company issues 20-year bonds 
amounting to $100,000, with the provision that $5 000 is to be set 
aside in each of the 20 years to provide a sinking fund for the retire- 
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ment of the bonds at maturity. The entry to record the annual transfer 
of an amount to this fund is: 

Dec. 31 Bond Sinking Fund 
Cash 

To transfer to the sinking fund for bonds an 
amount equal to one twentieth of the face 
value of the bonds. 

In the entry above, no provision is made for an increase in the 
sinking fund through investment by the trustee. Any earnings of the 
fund from investment might be used to decrease the amount of the 
annual payment into the fund. The one important item is that the 
fund be large enough to pay off the bonds when they come due. Thus 
there will be no drain on the current asset Cash at that time. The 
entry for the payment of this bond issue at the end of the twentieth 
year is: 


Dec. 31 Bonds Payable 100,000 

Bond Sinking Fund . ... 100,000 

Paid the bonds outstanding. 


The balance of the bond sinking fund account should be reported 
on the balance sheet as an asset under the heading “Investments.” 

BOND sinking fund j n order to give added assurance that earn- 
reserve ings will not be paid to stockholders as divi- 

dends, to the disadvantage of bondholders, the bond issue may provide 
that a reserve for the bond sinking fund shall be established out of 
profits. This reserve is established to reduce the amount of earned 
surplus available for dividends and thus to make greater the security 
back of the bonds. An entry must therefore be made to transfer from 
the earned surplus unappropriated account to a new account, called 
Reserve for Bond Sinking Fund, a part of the profits equal to the 
amount transferred to the bond sinking fund. For example, if, in the 
case of the Royal Manufacturing Company, a reserve for the bond 
sinking fund is established from profits, the following entry, in addition 
to the entry at the top of this page showing the annual transfer of an 
amount to Bond Sinking Fund, must be made each year: 

Dec. 31 Earned Surplus Unappropriated 5,000 

Reserve for Bond Sinking Fund . 5,000 

To transfer a part of the earned surplus to the 
reserve for bond sinking fund. 

The reserve for bond sinking fund account is an earned surplus 
appropriated account, as explained in the preceding chapter. During 
the twenty years there will have been transferred to this account 


5,000 

5,000 
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$100 000 This means that this amount of earnings has been unavaila- 
ble for div idends. 

It wall be observed that the reserve for the bond sinking fund has 
no direct relation to the bond sinking fund itself, but that its use is 
simply a means of insuring an increasing security back of the bonds 
After the bonds have been paid, the reserve is no longer necessary 
It can therefore be transferred to Earned Surplus Unappropriated, 
and this part of the profits can be distributed as dividends or used in 
any other way that the board of directors may choose The entry to 
transfer the reserve to the earned surplus unappropriated account is 
shown below 

Dec 31 Reserve for Bond Sinking Fund 100 000 

Earned Surplus Unappropriated 100 000 

To transfer the reserve to the earned surplus 
unappropriated account 


long-term notes Corporations often issue notes to obtain fixed 
capital in place of bonds These notes may 
be for a period of two to five years, anticipating a later bond issue 
when the bond market is more favorable Or they may be for longer 
periods, up to twenty-five years, to avoid the expense of a bond issue 
when funds are available from financial institutions such as life insur- 
ance companies For example, if funds are obtained from three or 
four large life insurance companies with cash to invest for long periods 
the transaction is simpler and less involved than dealing with thousands 
of bondholders 

These corporation notes may have many factors similar to bond 
issues They may provide for a note sinking fund They commonly 
have similar safeguards to insure payment at maturity They differ 
from bond issues in that they are ordinarily placed privately with a 
few lenders and that they do not commonly involve premiums or 
discounts 

The account maintained with an issue of long-term notes is similar 
to that maintained with any issue ol 'bonds The title ot the account 
should indicate the nature of the issue The balance is reported as a 
fixed liability on the balance sheet 


STOCKS AND BONDS 
ILLUSTRATED ON A 
CORPORATION 
BALANCE SHEET 


A balance sheet illustrating certain corpora 
tion accounts was giv en at the end of Chapter 
XXII A new balance sheet illustrating addi- 


tional corporation accounts presented in this and the preceding chapter 


is given on page 441 This balance sheet shows the financial condition 
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of General Trading Corporation at the end of the eighth year of opera- 
tion It should be noted (a) that by this time Organization Expense 
does not appear since it has been charged to Earned Surplus over the 
first five years, and (b) that accounts with subscribers are no longer 
present 

The significance of the items reported on the balance sheet should 
be carefully studied, since thej illustrate the new corporate accounting 
practices just described Items worth > of special note have been 
marked by numbers in parentheses All related items are given the 
same number Explanations of these related items appear below 

(1) Dividends on preferred stock are payable quarterly, those on 
common stock, semiannuallj The account Preferred Dividend Pay- 
able No 32 indicates the thirty-second dividend declared on preferred 
stock since incorporation, and the account Common Dividend Payable 
No 16 indicates the sixteenth dividend declared on common stock 
On December 24 1949, a dividend of V/z per cent, or $1,500, was 
declared on the preferred stock outstanding At the same time a divi- 
dend of 50 cents a share was declared paiable on January 12 1950, to 
common stockholders of record on December 29, 1949 Since 9,000 
shares of common stock were outstanding on that date (10,000 shares 
of stock issued minus 1,000 share* of treasury stock), the dividend 
was $4,500 Both dividends are listed on the balance sheet as current 
liabilities 

(2) On November 30, 1948, notes bearing 6 per cent interest and 
payable on November 30, 1953, were issued The notes have a face 
value of $10,000 and are reported as a fixed liability The interest on 
these notes, which has accrued from November 30, 1949, to December 
31, 1949, amounts to $50 ($10,000 @ 6% «* $600 a year - 12 = $50 
a month) and is included m the total of $3,050 shown as Accrued 
Miscellaneous Items under Current Liabilities 

(3) On January 2, 1943, bonds bearing 6 per cent interest and pay- 
able on December 31, 1952, were issued The bonds have a face value 
of $100,000 but were issued at 110 The bonds payable are therefore 
reported as a fixed liability at their face value of $100,000 The pre- 
mium of $10,000 received on the issue was reduced by one tenth on 
each December 31, beginning with 1943, since it is to be amortized 
over the 10-year life of the bonds The balance of the premium, $3,000, 
is also shown as a fixed liability 

The agreement of the bondholders with the corporation provides 
that $10,000 in cash is to be deposited annuall> with a trustee to pro- 
vide a sinking fund for the retirement of the bonds and the $10,000 
is also to be transferred annually, before any dividends are declared, 
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from Earned Surplus Unappropriated in order to provide a reserve 
for the bond sinking fund. That the first provision has been complied 
with can be seen by reference to the balance of the bond sinking fund 
account, which is listed as $70,000 under “Investments.” Compliance 
with the second provision is evidenced by the balance of the reserve 
for bond sinking fund account, which is reported at $70,000 under the 
heading “Earned Surplus Appropriated.” 

(4) The common stock has no-par value and is therefore reported 
at the amount received for it. The total of $250,000 on the balance 
sheet represents sales as follows: 


4,000 shares at $25 a share $100,000 

4.000 shares at $26 a share 104,000 

2.000 shares at $23 a share 46,000 


10,000 shares sold $250,000 


The corporation reacquired in December, 2945, 1,000 shares of the 
common stock at $23 a share, or $23,000. This stock was reacquired 
because of a contract to sell the president 5,000 shares of common 
stock in 1950 at $20 a share. The treasury stock is shown on the balance 
sheet at an amount based on the value of the common stock that has 
been sold, $250,000. ($250,000 divided by 10,000 equals $25, the aver- 
age value of a share of common stock; $25 times 1,000 equals $25,000, 
the value of the treasury stock.) The difference between the amount 
paid, $23,000 and the value assigned to the treasury stock, $25,000, 
is $2,000, the treasury stock surplus. On the balance sheet the value 
of the treasury stock is deducted from the amount of the common 
stock sold. The treasury stock surplus is shown as part of the capital 
surplus of the corporation. 

(5) The stock of Howard Meyers and Son, Inc., which was pur- 
chased by the General Trading Corporation, is reported at its cost 
under the caption “Investments.” When the General Trading Cor- 
poration purchased its own stock, the stock was shown as a negative 
proprietorship item under Common Stock Item (4). 

(6) The net operating profit of the General Trading Corporation 
for the year ended December 31, 1949, was $85,600. After bond 
interest expense of $5,000 and note interest expense of $600 were 
deducted, $S0,000 was left as net profit. The first charge against 
this profit was $32,000 for income tax. An entry was therefore made 
charging Profit and Loss Summary and crediting Federal Income Tax 
Payable. The following tabulation indicates the disposition of the 
income for 1949: 
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Net Profit from Operations 

Less Bond Interest Expense 

$ 5,000 

$85,600 

Note Interest Expense 

600 

5,600 

Net Profit before Provision for Federal Income Tax 


$80 000 

Less Provision for Federal Income Tax 


32,000 

Net Profit after Provision for Federal Income Tax 
Less Dividends Common Stock 

$ 9,000 

$48,000 

Preferred Stock 

6 000 

15 000 

Addition to Net Worth 

Less Appropriation for Bond Sinking Fund 

$10 000 

$33,000 

Appropriation for Plant Extension 

20 000 

30,000 


Added to Earned Surplus Unappropriated $ 3 000 


(7) Plans were made in 1949 to expend $80,000 m 1953 on plant 
extensions The balance of the account Reserve for Plant Extensions, 
$20,000, represents one fourth of this amount, which was appropnated 
from the earnings of 1949 This item is listed under the caption “Earned 
Surplus Appropnated ” 

Surplus is divided into three classes on the balance sheet of the 
General Trading Corporation capital surplus, earned surplus appro- 
pnated, and earned surplus unappropnated The last item represents 
surplus that can be distnbuted as dividends or used in any way that 
the board of directors may choose 


QUESTIONS 

1. Each of two corporations with about equal credit ratings issues bonds 
amounting to $100,000 The A Corporation offers bonds with 6% interest 
and sells them above par The B Corporation offers bonds with 4% interest 
and sells them below par (a) Does the A Corporation gam by selling its 
bonds above par 7 (b) Does the B Corporation lose by selling its bonds 
below par 7 (c) How will each of the corporations determine the annual 
interest cost on the bonds 7 

2 Assume that the bonds m the previous question were 10-year bonds 
and that the 6% bonds were sold at 110 and the 4% bonds at 90 Set up 
cash accounts showing all cash received and disbursed in each case What 
do these accounts show regarding the interest expense in each case 7 

3 The General Industrial Corporation borrows $10,000,000 by issuing, 
at their face value, bonds payable m 20 years It agrees with the pur- 
chasers of the bonds (1) that it will establish a sinking fund for the retire- 



Ch. 241 


CORPORATION STOCKS AND BONDS 


445 


ment of the bonds by setting aside $500,000 annually, and (2) that it 
will appropriate annually from profits an equal amount to establish a 
reserve for the bond sinking fund, (a) What will be the balances of the 
bond sinking fund and the reserve accounts at the end of 10 years? (b) 
How will they be reported on the balance sheet prepared at that time? 
(c) What entries will be necessary when the bonds are paid? 

4. The trial balance of McConnell & Morris Inc. showed the following 
balances December 31, 1949: 7% Preferred Stock, $100,000; Common 
Stock, $250,000; Earned Surplus Unappropriated, $100,000; Reserve for 
Bond Sinking Fund, $20,000; Treasury Stock Common, $50,000. Earnings 
for 1949 were $160,000. The Federal income tax rate was 25%. The 
board of directors added $10,000 to the sinking fund reserve and declared 
the following dividends: (1) the preferred dividend, (2) a common dividend 
of 10% payable in cash, and (3) a stock dividend of 50% on common stock 
outstanding. New stock was issued in payment of the stock dividend. 
Give journal entries to give effect to the preceding operations. 

5. Give journal entries for the following: 

Mar. 1, 1949. Issued $500,000 of 10-year, 5% bonds, receiving $550,000 in 
cash. 

Mar. 1, 1950. Paid annual interest on the bonds. 

Mar. 1, 1950. Established a sinking fund with a first payment of $50,000. 
Mar. 1, 1950. Appropriated out of surplus an amount equal to 1 10 of the 
bond issue. 

6. Give the journal entries required by the following transactions of the 
Bell Corporation: 

(a) Subscriptions are received for 1,000 shares of no-par common stock 
at $15 a share. A 50% payment is received to apply on the subscrip- 
tions. 

(b) Subscriptions are received for 1,000 shares of 7% preferred stock 
(par $100) at $102 a share. 

(c) The balance of the payment is received from the common stock 
subscribers. 

(d) Payment in full is received for preferred stock subscriptions. 

(e) Twenty-year bonds having a face value of $200,000 and bearing 
interest at 5%, payable semiannually, are sold for $190,000. 

(f) One hundred shares of its own common stock were reacquired at $10 
a share. 

(g) The semiannual interest payment is made on bonds payable. 

(h) The credit balance of the profit and loss summary account is $40,000. 

(i) Annual dividends are declared by the board of directors on the pre- 
ferred stock. 

(j) A reserve for factory extension of $10,000 is created. 

(k) It is discovered that the ending merchandise inventory of the preced- 
ing year was overstated by $5,000. 
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7 Dudley and Douglas, Inc place privately with five insurance companies 
$30,000,000 of 3%, 20-year debenture notes, becoming due November 1, 
1969 A sinking fund beginning after 10 years is scheduled to retire two 
thirds of this issue by maturity Give journal entries for (a) setting up 
the notea, (b) paj ing the annual interest, and (c) providing for the first 
payment to the bond sinking fund 

8. VESEY HEAP, INC 

Balance Sheet 
December 31, 1949 


ent Assets 
d Assets 

nization Expense 

$300,000 

294,000 

6,000 

Miscellaneous Current Liab 
Income Tax Pay able 

Preferred Dividend Pay No 6 
Common Dividend Pay No 12 
Bonds Payable (10-year, 5%) 
Premium on Bonds Pay able 

6% Preferred Stock ($100 par) 
Common Stock ($100 par) 
Reserve for Bond Sinking Fund 
Earned Surplus Unappropriated 

$109,000 

16,000 

3.000 
4 000 

100,000 

8.000 
100,000 
200 000 

20,000 

40,000 


600,000 


600,000 


(a) How often are preferred dividends declared by Vesey-Heap, Inc 7 

(b) Gne the journal entry to *nte off Organization Expense on December 
31, 1949 

(c) Assuming the same dividend payment each time on common stock, 
what was the annual rate 7 

(d) Give the entTy, including the date, for the sale of the bonds 

(e) What is the book % alue of the common stock 7 


PROBLEMS 

I. The following transactions were completed by the Fletcher Corpora- 
tion during the first two years of its operations, 1949 and 1950 

(a) Exchanged 1,000 shares of common stock, par $100 for machinery, 

$100,000 

(b) Received $200 000 for 2,000 shares of 5% cumulative preferred stock 
(par value $100) 

(c) Net loss for the year, $10,000 (Debit Profit and Loss Summary and 
credit Cash ) 

(d) Closed Profit and Loss Summary to Earned Surplus Unappropriated 

(e) Sold $100,000 worth of 10-year, 3% bonds for $90,000 (January 2) 
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(f) Paid $75,000 for new machinery. 

(g) Paid annual interest on bonds. 

(h) Made a net operating profit of $104,000. (Debit Cash and credit 
Profit and Loss Summary.) Closed Bond Interest Expense to Profit 
and Loss Summary. 

(i) Recorded provision for federal income tax of 40% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

(j) Declared preferred dividends No. 1 and No. 2 on the cumulative pre- 
ferred stock for the first two years' dividends unpaid. 

(k) Declared a 15% stock dividend on common stock outstanding and 
issued the stock. 

(l) Appropriated a reserve for plant additions, $5,000. 

Instructions: (1) Record the transactions directly in “T” accounts. The 
accounts required are: Cash; Machinery; Federal Income Tax Payable; 
Preferred Dividend Payable No. 1; Preferred Dividend Payable No. 2; Bonds 
Payable; Discount on Bonds Payable; Preferred Stock; Common Stock; 
Reserve for Plant Additions; Earned Surplus Unappropriated; Profit and 
Loss Summary; Bond Interest Expense. 

(2) Prepare a trial balance as of December 31, 1950, after the transactions 
of the two years have been recorded. 


2. The Dawson Corporation was organized on January 2, 1950, with 
authorization to issue 50,000 shares of no-par common stock. During 
the first year the corporation completed the following transactions: 

Jan. 2. Sold 15,000 shares of common stock for cash at an average of $20 
a share. 

3. Received assets valued at $100,000 for 4,000 shares of common 
stock (debit Other Assets). 

7. Paid organization expenses of $10,000. 

Feb. 10. Purchased assets for $80,000. (Debit Other Assets.) 

July 1. Issued $100,000 worth of 20-year bonds at 110; interest at 5%, 
payable semiannually. 

Dec. 31. Paid semiannual interest on bonds issued. 

31. Made a net operating profit for the year of $52,250 (debit Cash; 
credit Profit and Loss Summary). Closed Bond Interest Expense to 
Profit and Loss Summary. 

31. Provided for federal income tax at 40% of net profit. Closed 
Profit and Loss Summary to Earned Surplus Unappropriated. 

31. Established a reserve for bond sinking fund in the amount of $2,500 
and made a deposit with a trustee of an equal amount of cash. 

31. Wrote off organization expense of $2,000. 

Instructions: (1) Record the transactions directly in “T” accounts. The 
accounts required are: Cash; Bond Sinking Fund; Other Assets; Organiza- 
tion Expense; Federal Income Tax Payable; Bonds Payable; Premium on 
Bonds Payable; Common Stock; Reserve for Bond Sinking Fund; Earned 
Surplus Unappropriated; Profit and Loss Summary; Bond Interest Expense. 

(2) Prepare a balance sheet as of December 31, 1950. 
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3. The following figures are taken from the general ledger of Catalina, 
Inc at the end of the fiscal year on December 31, 1950, after some of the 
adjustments have been posted 

Cash $45,000 Res for Bond Sinking Fund $ 8,000 


Merchandise Inventory 50,000 Res for Inventory Losses 6,000 

Machinery 40,000 Unappropnated Earned 

Res for Depr of Machinery 5,600 Surplus 27,600 

Bonds Payable (10-year 3%) 20,000 Sales 200,000 

Discount on Bonds Payable 1,650 Purchases 120,000 

Common Stock 30 000 Operating Expenses (control) 40,100 

Bond Interest Expense 450 


The following corrections and additional adjustments are indicated 
by an inspection of the accounting records and the supporting business 
papers of the corporation 
Errors and ommnsions 

(1) The reser\e for in\entory losses is to be increased by $1,500 

(2) The merchandise inventory of January 1, 1950, was overstated by 

$2,000 

(3) The bonds payable agreement requires an annual appropriation of 
$2,000 to the reserve for bond sinking fund 

Data for adjusting entries 

(a) The merchandise inventory as of December 31, 1950, is $51,000 

(b) The yearly depreciation of machinery is 5% (debit Operating Ex- 
pense) 

(c) The bonds were sold five years ago at a discount of $3,000 The 
interest is payable semiannually on January 1 and July 1 (Debit 
Bond Interest Expense, credit Interest Payable and Discount on 
Bonds Payable ) 

Instructions (1) Prepare an eight-column work sheet, heading the second 
pair of columns “Corrections and Adjustments ” Show the provision for 
federal income tax (40% of net profit) as a distribution of net profit as in the 
illustration on page 405 

(2) Prepare a profit and loss statement and a statement of earned surplus. 



PRACTICE SET No. 2 
Part 2 

Part 2 of Practice Set No. 2 is a continuation of Practice Set No. 2 
given after Chapter 20. The same books of original entry and ledgers are 
to be used. You will not be required to record the sales on account as 
they are entered for you by an assistant bookkeeper. 


Narrative of Transactions for August 

August 1. A. C. Adams and M. R. Parker incorporated their retail paint 
store under the name of Adams and Parker, Incorporated. The charter 
authorized the issuance of 360 shares of 6% preferred stock, par value $100, 
and 500 shares of common stock, par value $50. 

In payment for their interests in the partnership business, Adams received 
100 shares of preferred stock and 160 shares of common stock and Parker 
received 100 shares of preferred stock and 160 shares of common stock. The 
difference between the capital accounts and the par value of the stock issued 
was taken care of by a payment from the cash of the business. 

Since the same books of account are to be maintained, the only entries 
required are those to close the partners’ capital accounts, to record the 
issuing of stock, and to record the cash payments. 

You are not required to record in the stockholders ledger the stock issued, 
as the stock certificate book and the stockholders ledger are maintained by 
the secretary of the corporation. 

August 1. Sold 30 shares of preferred stock at $110. Received cash and 
issued the stock. 

August 1. Sold 40 shares of common stock at par. Received cash and 
issued the stock. 

August 1. Purchased for $10,000 from the Peterson Realty Co. the land 
and the building in which the business is located. Issued a check for $5,000 
and a 6% mortgage for the balance. 

The amount of the mortgage is to be paid at the 
rate of $500 a year, and interest at 6% is to be paid 
semiannually at the end of June and of December. 

The value of the building is estimated at $6,000 and 
the value of the land is estimated at $4,000. (Record 
the transaction in the general journal; also enter the 
amount of cash in the voucher register and check 
register.) 

August 1. Sent a check to Barron Bros, in payment of Voucher No. 398 
less discount. 


449 
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Avgas* J. Paid Edward S. Ctrmell, £ lawver, 575 for majuj; the 
ti Je xo the land that has been purchase 

AH expenditures uncrar-ed m connection with the 
purchase 03 a rx a d ass"* may be considered part of 
the cfK of th*> asse- The fe° paid to th“ law* er should 
thferefo’-e b** charged to the land account. 

Avgas 1 Toot out a three- - * ear insurance poher on the building Paid 
the premium Jo* - thr**e vears, ?"2. 

Avgas* £L B°ee.ved J-om T TT Burke a check Jo* - $ f *0 11 to balance his 
account. 

Augu 1 ? £ Mad“ the JoDotnng purchase on account. 

Burgess Pam* Co merchandise 3S52215. Invoice dated August 1 
■*erms 1 10 a 30 

Augus £. Paid SS 9;> Hn th 1 * pe**v cash fund fo* - refinishing of a desk 

Angus* $ Sen* checks *0 the JoHpw*ng credit ers 

Joakns Painter Supply Corporation m payment of Toucher No 399 
less dis^oun-. 

Burgess Paint Co., in payment of Toucher No. 402 less discount* 

August S P-epared a voucher and issued a check for the psv-oll Jo* - the 
week. Th" following data are provided bt the payroll clerk and maj be used 
as a basis for the entries 


Sales Salaries 

*"S5 00 

Delivery Salaries 

65 00 

Office Salaries 

105 00 

Total of Pav-oll 

Deductions 

Employ ees share of federal old-age benefit tax 

5 5 05 

Employees income tax withheld 

20 10 


Total Deductions 25 15 

Amount Paid $4”9 S5 

Avgus 5 Beco-ded th*> company s liabilitv for its share of the federal 
old-age benent tax and for its federal and star** unemployment taxes. The 
data p-wid^d bv the payroll clerk fo* - this e*itrv are as follows 

Federal old-age benent tax $ 5 05 

Sta*e unemnl r 'vment tax IS 64 

Fede-al unemployment tux 1 52 


Total social «wuntv taxes $ 20 21 


Avgas* S Cash sales for August 1-3 ?9oS.5D. Sales tax collec*ed $19 17 
Avgasi S Be~e ved from Bobert J Burk a check for 515S 57 to balance 
hus account. 

Avgasf 5 P-epared a voucher and issued a check to the Department of 
Taxation fo- sales taxes payable Jo*- July 

4. up mu £ Made tb“ following purchase on account 
Eilerson Company merchandise 5329 40 Invoice dated August 5 
terms 1 30 n 60 
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August 6. Paid $3.75 from the petty cash fund for twine to be used in 
wrapping merchandise sold. 

August 7. Received from C. W, Harrison his 30-day, 6% note for $373.12 
to balance his account. This note was dated August 7 and is payable at the 
First National Bank. 

August 7. Received a check for $201 from L. E. Snider in payment of 
his note and interest due today. 

August 8. Sent a check to Potter Paint & Paper Co. in payment of Voucher 
No. 387 less discount. 

August 8. Received a check for $179.39 from H. V. Caldwell in payment 
of his note and interest due today. 

August 9. Received from Eilerson Company a credit memorandum for 
$73.20, merchandise returned on purchase of August 6. 

August 10. Sent a check to O’Keefe Supply Co. in payment of Voucher 
No. 404 less discount. 

August 10. Paid salaries for the week and recorded the social security 
taxes. Salaries, deduction, and taxes were the same as on August 3. 

August 10. Cash sales for the week, $1,442.60. Sales tax collected, $28.85. 

Prove cash. The cash balance is $6,427.40. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. The complete sales journal for August as prepared by 
your assistant is printed in your book of journals and registers. In each post- 
ing during the month, post only those items that would normally be recorded 
before the date of posting. 

August 12. Sent a check to Eilerson Company in payment of Voucher 
No. 395 less discount. 

August 12. Received from Henry B. Lange a check for $92.82 to balance 
his account. 

August 13. Received from Roy D. Lucas a check for $75 to apply on his 
account. Received a memorandum from Mr. Adams directing that the 
remaining balance of $30 in the Roy D. Lucas account be written off as a 
bad debt. 

August IS. Gave Mr. Parker $2.75 from the petty cash fund to reimburse 
him for entertaining a customer at lunch. 

August 13. Received from H. V. Caldwell his 60-dav, 6^ note for $388.82 
to balance his account. This note was dated August 13 and is payable at the 
Union National Bank. 

August 11. Made the following purchases on account: 

Joslin's Painter Supply Corporation, merchandise, $235.60. Invoice 
dated August 13; terms, 2/10, n 30. 

O’Keefe Supply Company, merchandise, $217.60. Invoice dated August 
14; terms, 2/15, n/30. 

August 11. Paid Morris Supply Company cash, $72.75, for store supplies. 

August 15. Gave a cash customer who returned merchandise $1.28 from 
the petty cash fund, $1.25 for merchandise returned and 3 cents sales tax. 

August 15. Paid the local school paper, Tower 'News, $15.50 for an ad. 

August 16. Made the following purchases on account: 

Davison Hardware Company, merchandise, $45. Invoice dated August 
14; terms, n/30. . 

Hayden & Company, office supplies, $62.40. Invoice dated August 14; 
terms, n /30. 
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August 16 Paid $56 60 to the I Young Company for making various 
repairs to the building 

Expenditures of this type, which are incurred in 
maintaining a fixed asset in good condition, are con- 
sidered as expenses of the period in which they are 
incurred 

August 17 Made the following payments from the petty cash fund: 

For registry of letters, 56 cents 
For deliveries, $2 15 

August 17 Received from Kennedy Contracting Corporation a check 
for $139 68 to balance its account 

August 17 Paid salaries for the week and recorded the social security 
taxes Salaries deductions, and taxes were the same as on August 3 

Au0Mst27 Cash sales for the week, $1,597 73 Sales tax collected $3195 
August 19 Made the following purchases on account 
Ramsey Wholesale House merchandise, $281 60 Invoice dated August 
17, terms, 2/10, n/30 

Irwin & Sons, merchandise, $644 10 Invoice dated August 17, terms, 
2/15, n/60 

August 19 Issued a credit memorandum to Meade Wall Paper &. Paint 
Co for $47 74 merchandise returned, $46 80, sales tax, 94 cents 

August SO Paid C W Hauser $16 50 for repairs in store room (Charge 
Miscellaneous Selling Expense ) 

August 21 Made the following purchases on account 
Carey Brushes Corporation, merchandise, $260 95 Invoice dated August 
19, terms, 2/15, n 30 

Burgess Paint Company, merchandise, $855 25 Invoice dated August 19, 
terms, 1/10, n/30 

August 21 Issued a credit memorandum to Robert J Kirk for $46 41 
merchandise returned, $45 50, Bales tax, 91 cents 

August 22 Sent Moms Supply Company a check in payment of Voucher 
No 397 

August 22 Paid $2 25 from the petty cash fund for extra help in wrapping 
merchandise sold (Charge Miscellaneous Selling Expense ) 

August 22 Paid C W Hauser $26 60 for minor repairs on the budding 
August 23 Prepared a voucher and issued a check m payment of our 
note No 15 due today 

August 23 Made the following purchases on account 
Eii’erson Cbmpany; murcihnrulse, $Tj.\f Aivoice ahtea’ August 2Y, terms, 
1/30, n/60 

Potter Paint & Paper Co , merchandise, $715 Invoice dated August 22, 
terms, 1/30, n/60 

August 22 Sent a check to Joshn’a Painter Supply Corporation in pay 
ment of Voucher No 422 less discount 

August 2b Paid $1 50 from the petty cash fund for extra work done by 
the janitor (Charge Miscellaneous General Expense ) 

August 2b Sent a check to Spangler Supply House in payment of Voucher 
No 401 less discount 

August Sb Paid salaries for the week and recorded the Bocial security 
ixes Salaries, deductions, and taxes were the same as on August 3 
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Avgust 24. Cash sales for the week, $1,495.40. Sales tax collected, $29.91. 
Prove cash. The cash balance is $6,573.89. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. 

August 26. Received from J. R. Ferris his 30-day, 6% note for $485.01 
to balance his account. This note was dated August 26 and is payable at the 
Liberty Bank and Trust Company. 

August 26. Made the following purchases on account: 

Spangler Supply House, merchandise, $466.80. Invoice dated August 24; 
terms, 1/30, n/60. 

Frazier & Gerard, merchandise, $544.50. Invoice dated August 26; 
terms, n/60. 

August 26. Made the following payments from the petty cash fund: 
Paint to be used on the store counters, $1.62. (Charge Miscellaneous 
Selling Expense.) 

Telegram charges, $1.30. 

August 27. Received checks from customers as follows: 

Nelson Homes Company, $99, to balance its account. 

Meade Wall Paper & Paint Co., $290.24, to balance its account. 

William W. Ragan, $266.07, to balance his account. 

August 27. Sent a check to Ramsey Wholesale House in payment of 
Voucher No. 430 less discount. 

August 28. Received a check for $252.50 from Carter Construction Co. 
in payment of its note and interest due today. 

August 28. Prepared a voucher and issued a check in payment of our note 
No. 13. 

August 28. Issued a credit memorandum to E. A. Tate for $10.20: mer- 
chandise returned, $10; sales tax, 20 cents. 

August 28. Made the following purchases on account: 

Ramsey Wholesale House, merchandise, $759.60. Invoice dated August 
27; terms, 2/10, n/30. 

Barron Bros., merchandise, $427.50. Invoice dated August 27; terms, 
2/10, n/30. 

August 29. Sent checks to the following creditors: 

Burgess Paint Company, in payment of Voucher No. 434 less discount. 
O’Keefe Supply Company, in payment of Voucher No. 423 less discount. 

August 29. Received from Spangler Supply House a credit memorandum 
for $19.S0, merchandise returned. 

August 29. Paid $1.50 from the petty cash fund for having the delivery 
truck washed. 

August 29. Paid the Daily Times $245 for advertising. 

August SO. Received checks from customers as follow's: 

Masters Housing Corporation, $199.17, to balance its account. 

Haines Construction Co., $260.55, to balance its account. 

-isl 81. Gave Burgess Paint Co. our 60-day, 6% note for $S52.25 in 
’ sit of Voucher No. 417. This note was made payable at the City 
’ Bank. 
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August 31 Prepared vouchers and issued checks for the following bills* 
Bell Telephone Co , $12 20, for telephone service. 

The Gas &. Electric Co , $16 50, for gas and electricity 
Broadway Garage, $18 10, gas oil, and miscellaneous truck expense 
Sinton Drayage Co , $115 70, for freight and drayage m 
August 31 Prepared a voucher and issued a check to replenish the petty 
cash fund 

August 31 Prepared a voucher and issued a check for the payroll for the 
week The payroll is the same as that for the other pay periods for the month, 
except that officers’ salaries amounting to $900 are paid from which the 
following deductions have been made 

Employees’ share of federal old age benefit tax $ 9 00 

Employees’ income tax withheld 46 20 

August 31 Recorded the company s liability for its share of the federal 

old-age benefit tax and for its federal and state unemployment taxes The 
data provided by the payroll clerk for this entry were the same as the data 
for the preceding pay periods during the month plus the following liabilities 
arising from the officers’ salaries 

Federal old-age benefit tax $ 9 00 

State unemployment tax 24 30 

Federal unemployment tax 2 70 

August 31 Cash sales for the week $2 116 41 Sales tax collected $42 33 
The cash balance is $6,354 08 Prove cash 

Post from the various journals to the customers accounts in the accounts 
receivable ledger 

Post to the general ledger accounts from the general columns of the 
general journal the cash receipts journal and the voucher register 

Total and rule the various special journals and post the totals to the 
appropnate general ledger accounts 


Periodic Summary 

The periodic summary must now be completed The additional data 
required for this summary are 


Merchandise inventory, $29,995 50 
Interest accrued on notes receivable, 
$4 28 

Loss from bad debts an additional 
1% of charge sales 
Depreciation 

Store equipment, 10% a year 
Delivery equipment, 25% a year 
Office equipment, 10% a year 
Building, 4% a year 
Inventories of supplies 
Store supplies $74 50 
Office supplies, $127 95 


Insurance expired 
On merchandise $2 50 
On store equipment, $2 00 
On delivery equipment, $6 50 
On office equipment, $1 00 
On building, $2 00 

Interest accrued on mortgage, $25 00 
Prepaid interest on notes payable, 
$4 67 

Accrued property taxes, $18 00 
Provision for federal income tax, 
$179 02 


On the profit and loss statement classify the expenses into four groups 
selling expenses, delivery expenses, building expenses, and general expenses 
In the building expenses classification, place all expenses that pertain to the 
building 
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DEPARTMENTAL When a business sells several classes of com- 

modities or services, the income from each 
class may be accounted for separately. It is then possible to know which 
classes are profitable and which classes are unprofitable. When manage- 
ment is so informed, it can develop policies much more intelligently. 
Accounting that classifies income and expenses according to depart- 
ments is known as departmental accounting. 

All the sales of a given enterprise may be classified according to the 
types of commodities or services sold. To determine the net profit for 
each sales classification, it is necessary to break down on the profit 
and loss statement each item that enters into net profit. The result 
is a departmentalization of business operations and the accounting for 
the business as if the business were a group of departments instead of 
a single unit. 

In a small business the owner is concerned primarily with the net 
profit obtained as a result of trading operations in all classes of mer- 
chandise carried by the business. In a large business, however, it is 
often desirable to classify the commodities bought and sold into two or 
more groups and to determine the profit made from each group. To 
illustrate: If a business deals in both hardware and furniture, it may 
be advisable to maintain accounts so that the profit made from each 
class of merchandise can be determined readily. The owner of the 
business can then judge the profitableness of the department handling 
each class of merchandise and can better plan for the future. If each 
department has a separate manager, the efficiency of the manager can 
also be better judged from the profit made by his department. 


INCOME and expenses The organization of business enterprises into 
by departments departments to facilitate operations is a 
common practice in modern business. The delegation of sales responsi- 
bility to department heads has increased the effectiveness of the whole 
enterprise. If income and expense accounts are set up by departments, 
the top management can learn how successful each department head 
’■'as been. 

This increase in income and expense accounts multiplies the number 
ccount • be included in the ledger and the trial balance. If there 
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are only two or three departments, the new accounts can be added in 
the general ledger If there are many departments, it is advisable to 
make use of the controlhng account device described in previous 
chapters In this chapter the departmental income and expense 
accounts will be included m the general ledger 

departmental The records of a departmentalized business 

and B cfo K S o p C ° U N TS should be so planned that they will supply 
original ENTRY all the information desired about each depart 
ment In a small business such as a retail store in which the various 
classes of merchandise are handled together and are sold by the same 
sales force the departmental records for each department will show 
only the gross profit on sales The expenses will not be divided accord- 
ing to departments but will be grouped together 

If gross profit on sales is to be found by departments, the accounts 
should furnish information about the sales the purchases, and the 
inventones of each department If the amounts involved warrant it, 
an analysis of sales returns and allowances and of purchases returns 
and allowances should also be provided by departments It is even 
advisable to distribute freight in departmental^ 

If the accounts are to show this departmental analysis of trading 
operations, the books of original entry must be designed to provide 
the same analysis This provision can best be made by the introduction 
of additional columns into the books of original entry In order that 
the use of these special columns may be shown, the books of original 
entry for a business operating hardware and furniture departments 
will be illustrated 

the purchases In the purchases journal shown on page 457, 

journal the purchases of the firm of King and King 

ha\e been recorded The amount of each purchase has been entered 
first m the Accounts Payable Cr column and then in the Hardware 
P-ardnases jjt ut une Y'arrritatt; Purchases P-t etft'corm accurdmg to 
whether the purchase was for the hardware department or the furniture 
department Additional columns might also have been added for the 
recording of the purchase of items other than merchandise If that had 
been done, the purchases journal of King and King might have been 
the same as the one illustrated on pages 122 and 123, except for the 
use of separate columns for Hardware Purchases Dr and Furniture 
Purchases Dr instead of one column for Purchases Dr 

The credits to the accounts of the vendors were posted currently 
At the end of the month the three amount columns were totaled and 
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the journal was ruled. The totals were posted to the accounts indicated 
in the columnar headings. If a bookkeeper using this type of purchases 
journal does not care to write the names of the accounts to which the 
totals are to be posted, he may indicate the posting by writing directly 
below the total the number of the page in the ledger to which the 
posting has been made. This method is illustrated in the purchases 
returns and allowances journal shown at the bottom of this page. 


PURCHASES JOURNAL 


ATE 

PUR. 

NO 

ACCOUNT CREDITED 

ADDRESS 

DATC 

OF 

INV 

TERMS 

PR 

ACCTS 

PAY 

CR 

HOWE 

PUR 

OR 

FURN. 

PUR. 

OR 

.0 

.r. 

1 

G 

10 

20 

27 

2S 

29 

30 

Simmons lldwc. Co. 

Crowell Furn. Co 

BoutcM Fum. Co. 

W. D. Allen & Co 

St Loms 

St. Paul 
Chicago 
Cleveland 

2 - 27 

3 

3/8 

3/18 

2 10. n '30 
2 10, n/00 
2 10, n/00 
3/10. n/GO 

\ 

V 

\ 

\ 

303175, 
1,005 50 1 
710 05 1 
503 55 j 

3G3 

503 

75 j 
55 

i 

t 

1,095 50 
7io;o5 


31 


Accounts Payable Cr. 




17 

2.7G3 73 ' ' 





31 


Hardware Purchases Dr. 




24 

1 

957 

30 


— 

31 


Furniture Purchases Dr 




30 




1 1.S00 i.7 


Purchases Journal Showing Departmental Analysis 


THE purchases Purchases returns and allowances require the 

, — . - _ , same analysis as purchases if the returns and 
allowances for each department are to be 
deducted from the purchases for that department. The purchases 
returns and allowances journal of King and King is shown below. The 
amount of each purchase return or allowance has been entered in two 
columns: the Accounts Payable Dr. column and the returns and 
allowances column that corresponds to the department for which the 
return or the allowance was made. At the end of the month the amount 
columns were totaled and the journal was ruled. The accounts payable 
account was debited and the hardware purchases returns and allow- 
ances and the furniture purchases returns and allowances accounts 
were credited for the totals of the respective columns. 


PURCHASES RETURNS AND ALLOWANCES JOURNAL 



Purchases Returns and Allowances Journal Showing Departmental Analysis 
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the sales jourhal in a departmentalized wholesale business 
in which practically all sales are made on 
account, a sales journal similar to that of King and King (illustration 
below) mav be used The total of each sale made by King and King 
was recorded m the Accounts Receivable Dr column and the total 
of this col umn was posted at the end of the month to the debit of 
Accounts Receivable The hardware sales and the furniture sales were 
recorded in separate columns, and the totals of these columns were 
posted at the end of the month to the credit of the hardware sales and 
the furniture sales accounts The debits to the customers' accounts 
were posted currently 



Sales Jonrnal Showing Departmental Analysis 


In a retail business there are many cash sales These are usually 
recorded as dailv totals If a departmental analysis of sales is made, 
separate columns for the cash sales of the \anous departments may 
be provided in the cash receipts record and the total of each column 
may be posted at the end of the fiscal period to the credit of the depart- 
mental sales account If a business sells largely on account, however, 
and makes relatively few cash sales, it may not wish to have m its cash 
receipts record a separate column for the cash sales of each depart- 
ment. In this case the need for these special columns in the cash 
receipts record may be avoided by providing one special column for 
cash sales in the sales journal 

For example, the credit and cash sales of a wholesale firm dealing 
in hardware and furniture are recorded in a sales journal having a 
special column entitled “Cash Dr” The journal illustrated on the 
opposite page show's the sales that were made during April by this 
firm Each sale on account was recorded in the same manner as it was 
in the sales journal on this page The cash sales w ere recorded as totals 
however, m the Cash Dr column and in the column corresponding to 
the department in which these sales were made The totals of the cash 
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sales were also recorded in the cash receipts journal in the manner 
shown in the second illustration on this page. 


SALES JOURNAL 


DATE 


SALE 

NO, 

ACCOUNT DEBITED 

ADDRESS 

terms 

P R. 

ACCTS. 

REC. 

m 

MOV/E. 

SALES 

CR. 

FUTtN 

SALES 

CR. 

1950 















April 

6 

83 

Meyer Hdwc. Co. 

Cleveland 

2/10, n/30 


2G9 

so 



269 

50 




10 


Cash Sales 






os 

65 



os 

65 


14 

02 

Bt. Paul Fura. Co. 

St. Paul 

2/10, n/30 


305 

10 





305 

10 


19 


Cash Sales 






lie 

75 

116 

75 




24 

105 

J. V. Alexander 

New York 

2/10, n/30 

V 

409 

50 



205 

15 

261 

35 


29 

100 

James Hdwc. Co. 

City 

2/10, n/30 

V 

3G4 

CO 



30-1 

GO 










1,408 

70 

215 

to 

D56 

00 

6GS 

10 








w 


(V) 




TosT 



Sales Journal with a Column for Cash Sales 


Since the entries for cash sales in the sales journal were not to be 
posted to a separate account, they were checked in the Posting Refer- 
ence column. The total of the Cash Dr. column was also checked in 
order to prevent double posting from the sales journal and the cash 
receipts journal. As a result the amounts of cash sales were posted 
from the sales journal only as a part of the totals of the Hardware 
Sales Cr. and the Furniture Sales Cr. columns. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

P R 

GENERAL 

( CR ' 

, ACCTS 

1 REC. 

1 “ 

SALES 

j Oise, 
DR. 

CAJ -t 

DR 

1950 







< 




1 

April 

1 


Note No. 4 

3 

200 

00 





200 00 


5 

Carl B. Winston 

Inv. 3/28 less discount 

> 



16$ 

50 

3 

37 

165 13 


7 

Store Supplies 

Bold paper and twine 

10 

5 

25 





S|25 


10 

Sales 

Cash sale’} 

> 

9S 

6,j 





98! 65 


12 

Bt, Paul Fum. Co. 

Inv. 3/15 

> 



309 

85 



309 185 


15 

Meyer Hdwc. Co. 

Inv. 4/5 less discount 

V 



269 

oO 

. 

o 

39 

201 11 


10 

Sales 

Cash sales 

V 

J lie 

75 





1 16j75 


Cash Receipts Journal Showing Entries for Cash Sales That Were Also 
Recorded in the Sales Journal 


In the cash receipts journal a check mark was placed in the Posting 
Reference column, opposite each entry for cash sales, to indicate that 
the entry was not to be posted. As a result the amounts of cash sales 
were posted from this book only as a part of the total of the Net Cash 
Dr. column. The equality of the debits and the credits was main- 
tained in posting the columnar totals from both books because the 
credits to the hardware sales and the furniture sales accounts were 
equal to the debit to Accounts Receivable, posted from the sales 
journal, and the amount of cash sales posted from the cash receipts 
journal as a part of the total of the Net Cash Dr. column. 
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the sales returns if sales returns and allowances are numerous 
journal° WAKCES and are to anal y zed by departments, the> 
may be recorded in a columnar journal similar 
to that illustrated below This journal is used by King and King and 
provides special columns for the anal>sis of the sales returns and 
allowances of the departments 



Sales Returns and Allowances Journal Showing Departmental Analysis 


freight, express. Freight express and drajage on incoming 
and drayage shipments of merchandise represent a part 

of the cost of the merchandise sold and are therefore added to the cost 
price of the merchandise purchased Freight express and drayage on 
outgoing shipments of merchandise represent the cost of delivering 
goods to customers and are usually treated as a selling expense 

If a business is departmentalized the freight and drajage in should 
be departmentalized in order to obtain accurately departmental cost 
of sales If this cost can be charged directly to the various depart- 
ments, more accurate figures result If it is not possible to charge it 
directly, it should be assigned on some satisfactory basis If commodi 
ties in the several departments are of similar bulk the cost of purchases 
would be acceptable for such assignment If the bulk vanes, then 
weight might be used A discussion of what basis should be used to 
distnbute vanous expense items including freight, wall be found in a 
following section 

Since freight and drayage outward is usually classified as a selling 
expense, it will not be necessary to departmentalize it, unless net profit 
bj departments is to be obtained If so, the basis for charging it to the 
several departments may follow that used for charging freight in and 
drayage to departments 

operating expenses A small departmentalized business may use 
departmentalized only the departmental trading accounts that 
have been discussed m the preceding paragraphs From these accounts 
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the gross profit on the sales of each department can be determined. 
A large business, however, will probably wish to have the expenses 
analyzed according to departments so that the net profit for each 
department can be determined. 

Whenever possible, the expenses of a department may be charged 
to the departmental expense accounts as the payments are made. For 
example, if a business having two departments pays salaries each week, 
the salaries may be charged to separate departmental accounts, such 
as Salaries of Sales Clerks, Department A and Salaries of Sales Clerks, 
Department B. 

Many expenses can be divided more conveniently at the end of the 
fiscal period than at the time they are paid or recorded. For example, 
the management may decide that rent is to be distributed to the 
various departments according to a fixed ratio. When the ratio is 
established, both the amount and the desirability of the space used by 
each department are taken into consideration. Space in a prominent 
position on the first floor may be considered as being worth more than 
space on upper floors or in less prominent positions on the same floor. 

If the rent is paid monthly, it may be distributed to the departments 
at the time each payment is made and the departmental rent accounts 
may be charged directly. If the books are closed only once a quarter or 
once a year, however, it probably would be more convenient to charge 
all rent payments to a rent account and then to distribute the rent to 
the various departments at the close of the fiscal period. 

apportionment OF Departments naturally fall into two main 
SES divisions: (1) those departments that make 
sales or sell services and (2) those depart- 
ments that assist or serve the selling departments. The departments 
in the second class are called service departments. Their expenses 
should be charged against the selling departments in accordance with 
the cost of the sendee rendered these departments. For example, a 
departmentalized retail store may maintain a central office, with files, 
desks, and office employees, which serves the various selling depart- 
ments. If the sendee rendered by this central office is proportionate to 
sales made, then its costs should be apportioned among the several 
selling departments according to sales. Or, a parking lot for the con- 
venience of customers may be maintained at considerable cost. Cus- 
tomers make purchases in the various departments of the store. The 
cost of the parking lot should be apportioned to the various selling 
departments on some equitable basis. 
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If there are a number of selling departments and a number of 
service departments, a columnar distribution sheet provides an effective 
accounting device for this apportionment Such an expense distribu- 
tion sheet is shown below 


OPERATING 

EXPLNStS 

BASIS OF 
DlfeTKIUOTIOS 



DISTRIBUTION 



Orricr 

A 

B 

C 





1 100 


«X> 

1,500 












25 


100 









250 















30 

50 

00 









Advertising 


I 200 



170 



Total Ex[«am, 


0 875 






Purchasing 









chance 







General Office 

Volume ol 8alm 



1 800 

2 5 

600 

045 






1610 

3.245 

5 020 



































0 875 







This distribution sheet provides for the collection and the distribu 
tion of the expenses of two service departments, (1) Purchasing and 
(2) General Office, to three selling departments designated A, B, and C 
It also indicates in the second column the basis of distribution or 
apportionment The Total column should agree with the sum of the 
selling department columns since all costs are eventually charged 
against one or another of the selling departments 

On the distribution sheet, each operating expense is distributed 
first to all the departments on some equitable basis The operating 
expenses for the two service departments, Purchasing and General 
Office, are then totaled and m turn are distributed to the selling depart- 
ments The operating expenses of the purchasing department are dis- 
tributed on the basis of volume of purchases by each of the selling 
departments For example, assume that the purchases of Departments 
A, B, and C were $14,000, $28,000, and $42,000 respectively Of the 
total purchases, A would have B, and C, X A These fractions 
are used in the distribution of the total purchasing expenses, $840, to 
the three selling departments In a similar manner the operating 
expenses of the general office department are distributed on the basis 
of departmental sales volume 
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^DEPARTMENTAL? 1 ' In preparin S a work sheet for a depart- 

IZED BUSINESS mentalized business at the close of the ac- 

counting period, it is customary to set up, 
under the heading “Profit and Loss Statement,” a pair of columns in 
which will be entered the income, the costs, and the expenses of each 
department. An additional pair of columns is usually included for 
nondepartmental items. A business with two departments might 
therefore need six columns under ‘‘Profit and Loss Statement.” The 
sales, purchases, inventories, expenses, and other items would be 
segregated by departments in two pairs of columns, and all items not 
applicable to any department would be entered in the additional pair 
of columns. The work sheet for an enterprise with two departments 
might have the following columns: 


Name of 
Account 

Trial Balance 

Adjustments 

Profit and Loss Statement 

Balance Sheet 

Deft. A j| Dept. R , Nondkpt. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 













The columns under the heading “Profit and Loss Statement" w T ould 
provide the data for the profit and loss statements of the business. 

If only gross profit is to be departmentalized, the trial balance 
accounts entering into the determination of gross profit would appear 
in the appropriate departmental columns. The operating expenses in 
this case would all appear in the last pair of profit and loss statement 
columns, headed “Nondepartment.” If, however, operating expenses 
are to be departmentalized and net profit for each department is to be 
found, the Nondepartment columns would be reserved for Other 
Income and Other Expense items, such as Interest Income and Sales 
Discount. 

The distribution of operating expense items not set up in separate 
departmental accounts in the ledger is illustrated below. The proper 
portions belonging to each department are entered in the departmental 
columns on the work sheet. 



) | 

| 

! 

t 

j 

Profit and Loss Statement 


i 

Name of 
Account 

1 i 



| Dept. A j 

j Deft. B [ 

j Non deft. ’ 

J 


j Dr. 

Cr. 

Dr. 

Cr. 

! Dn. 

Cr. 

Dr. | 

Cr. 

! Db - ! 

Cr. ! 

| Dn. 

Cr. 

) 


1 ~~ 

— 




- 



' 




i 

1200 




900 


300 i 






Expired 
Insurance 


soo 


400 


-ICO I 

! 


1 

1 1 
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The rent amount of $1,200 is distnbuted on the basis of area 
occupied, which for Department A is 1,800 square feet and for Depart- 
ment B is 600 square feet The expired insurance of $800 is distnbuted 
on the basis of insurance earned applicable to Departments A and B, 
which in this example calls for an equal distnbution 


the profit and loss if the departmental analysis is carried to the 
PROFrr'sHOWif by SS gross trading profit earned by the depart- 
departments ments, only the trading section of the profit 

and loss statement is affected A separate report may be prepared to 
show the gross trading profit earned by each department, or a single 
statement may be presented in a comparative form If the business 
has only two departments, the comparative form can be used to 
advantage The illustration below shows the trading section of such 
a statement for a business having two departments The remainder of 
this statement would be the same in form as that part of the statement 
for a nondepartmentahzed business that shows the determination of 
the net profit 


KING AND KING 
Profit and Loss Statement 
For Month Ended March 31, 1950 


Trading Section 

Hardw are 

Furniture 

Income from Sales 

Sales 

Less Sales Returns and Allow 


$1,498 65 
11 70 


$2,005 50 
49 95 

Net Sales 


$1,486 95 


$1,955 55 

Cost of Goods Sold 

Purchases 

Add: Freight In 

Dray age In 

$ 957 30 
46 50 
44 96 


$1,806 45 
158 56 
59 18 


Delivered Cost of Purchases 
Less Pur Ret. and Allow 

51,048 76 
129 55 


$2,024 19 
247 60 


Net Purchases 

Add Inventory, Mar. 1, 1950 

$ 919 21 
3,092 90 


$1,776 59 
4,938 50 


Goods Available for Sale 

Less Inventory, Mar 31, 1950 

$4,012 11 
2,880 94 


$6,715 09 
5,479 63 


Cost of Goods Sold 


$1,131 17 


$1,235 46 

Gross Trading Profit 


$ 355 78 


$ 720 09 

Total Gross Trading Profit 




$1,075 87 


Partial Profit and Loss Statement Showing an Analysis of Trading Items for 
Two Departments 
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If the business has more than two or three departments, the use of 
additional columns at the right of the statement would make such a 
form awkward in appearance and use. In such cases it is advisable to 
prepare a separate trading report for each department. Each of these 
reports would show as a final item the gross profit on sales for one 
department. The illustration below shows such a report for one of the 
departments of the business operated by Harvey Dorn: 


HARVEY DORN 

Department A, Gross Profit on Sales 
For Year Ended December 31, 1950 


Income from Sales: 

Sales $49,367.48 

Less Sales Returns and Allowances 140.75 

Net Sales $49,226.73 


Cost of Merchandise Sold: 

Merchandise Inventory, January 1, 1950 $ 4,968.00 

Purchases $37,406.40 

Add Freight In 645.00 

Delivered Cost of Purchases $38,051.40 

Less Purchases Returns & Allow. 144.90 

Net Purchases 37,906.50 

Merchandise Available for Sale $42,874.50 

Less Merchandise Inventory, Dec. 31, 1950 . 5,345.15 

Cost of Merchandise Sold 

Gross Profit on Sales . . . 


37,529.35 

$11,697.38 


Trading Report Showing the Gross Profit of a Department 


After the trading reports for the various departments have been 
completed, another report is prepared to show the net profit of the 
business as a whole. The various amounts of gross profit are added on 
this profit and loss statement to show the total gross profit. The state- 
ment is then completed in the usual manner. The illustration on 
page 466 is the profit and loss statement of Harvey Dorn, with which 
the trading report in the illustration above correlates. 


the profit and loss If the net profit for each department is deter- 
PROFrr^SHOWN^ry mined separately, a separate profit and loss 
departments statement showing net profit is made for each 

department. The departmental profit and loss statements are much 
the same in form as the statement of a nondepartmentalized business. 
Each statement closes with the net profit from the operations of a 
particular department. On a separate report the net profits from the 
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HARVEY DORN 

Profit and Loss Statement 

For Year Ended December 31, 1950 

Gross Profit for Department A 

$11,697 38 

Gross Profit for Department B 

4,183 68 

Gross Profit for Department C 

2,405 40 

Gross Profit for Department D 

3 111 15 

Total Gross Profit 

$21,397 61 

Operating Expenses 


Selling Expenses 


Salaries of Sales Clerks 

$6,264 20 

Advertising 

1,810 00 

Depreciation of Store Fixtures 

132 85 

Store Supplies Used 

214 50 

Expired Insurance on Mdse 

22 50 

Expired Insurance on Store Fixtures 

10 00 

Miscellaneous Selling Expense 

28 60 

Total Selling Expenses 

$ 8,482 65 

Delivery Expenses 


Wages of Truck Driver 

$1 615 00 

Depr of Delivery Equipment 

212 00 

Delivery Supplies Used 

115 00 

Expired Insurance on Delivery Equip 

60 00 

Miscellaneous Delivery Expense 

65 20 

Total Delivery Expenses 

2,067 20 

General Expenses 


Office Salaries 

$2,768 90 

Rent 

2,500 00 

Depr of Office Equipment 

43 00 

Office Supplies Used 

83 50 

Expired Insurance on Office Equip 

3 50 

Loss from Bad Debts 

215 06 

Miscellaneous General Expense 

629 40 

Total General Expenses 

6,243 36 

Total Operating Expenses 

16,793 21 

Net Profit from Operations 

$ 4,604 40 

Other Income 


Purchases Discount 

$ 570 10 

Interest Income 

34 40 

Total Other Income 

$ 604 50 

Other Expense 


Sales Discount 

$ 194 70 

Interest Expense 

93 65 

Total Other Expense 

288 35 

Net Addition 

316 15 

Net Profit 

$ 4,920 55 

Profit and Loss Statement of a Departmentalized Business 
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operations of the various departments are added to show the total 
net profit for the period. To this amount the other income is added, 
and from the total the other expense is subtracted, in the same manner 
as these items are treated in the profit and loss statement of a nonde- 
partmentalized business. The following illustration is a statement 
showing the method of reporting the net profits earned by various 
departments and of handling the other income and expense of the 
business. 

FREDERICK GALE 
Profit and Loss Statement 
For Year Ended December 31, 1950 


Net Profit from Operations, Department A $9,590.50 

Net Profit from Operations, Department B 6,450.10 

Net Profit from Operations, Department C 7,112.50 

Total Net Profit from Operations $23,153.10 

Other Income: 

Purchases Discount $455.10 

Interest Income 26.30 

Total Other Income 481.40 


Other Expense: 

Sales Discount . . . 
Interest Expense . . 

Total Other Expense 
Net Addition 


191.90 

90.15 

• 282.05 

199.35 


Net Profit 


$23,352.45 


Profit and Loss Statement of a Departmentalized Business 


adjusting and The departmentalization of a business results 

of°a^ ^dep^rtmenI 5 * n no essentially new problems in the adjust- 
TALIZED business ing and closing of the ledger. For each depart- 
ment, separate inventory, sales, sales returns and allowances, purchases, 
freight in, and purchases returns and allowances accounts are required. 
If the reports show only the gross profit of each department, the trading 
accounts for each department are closed into a trading summary 
account for that department. The balances of these departmental 
trading summary accounts are then closed into a profit and loss sum- 
mary account for the enterprise as a whole. The expense accounts are 
closed into the latter account just as they are when a business is not 
departmentalized. The other income and the other expense accounts 
are also closed in the usual manner. If the net profit or the net loss of 
each department is determined, departmental income summary ac- 
counts are used, and only the net profits or the net losses of the various 
departments are closed into a general profit and loss summary account. 
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QUESTIONS 

1 (a) When a business is divided into five departments and the gross 
profit is to be determined by departments, what accounts must be deter- 
mined by departments and what accounts must be departmentalized 7 (b) 
In this case which item will be the most difficult to departmentalize 7 

2. Does the establishment of three departments result m three times as 
much posting from the purchases journal 7 Explain 

3 When sales are classified by departments, how maj cash sales be 
recorded in order to show departmentalization 7 

4 Wilbur Binns operates a mercantile store in which three kinds of 
merchandise are sold He believes one kind is resulting m a loss What 
accounts could be set up to help him determine whether he should continue 
to carry this particular kind of merchandise 7 

5 Albert Dickman owns and operates the Comer Drug Store He has 
installed a soda fountain and a lunch counter and wishes to be able to 
determine the profit of the soda fountain separately (a) What new ac- 
counts should he set up 7 (bj What changes will be made in his books of 
original entry 7 

6 Thomas Martin, a retail shoe dealer, maintains three departments, 
for ladies’, men’s, and children's shoes respectively It is not practicable 
to separate the freight and drajage costs at the time payments are made 
How would you apportion the total freight and drayage costs to the 
three departments at the end of the jear 7 

7 The Johnson Service Station provides various services for automobile 
drivers It is located in a high-class residential suburb of a large city on 
a main traffic artery It is owned by Melvin Johnson , it regularly employs 
six men besides the proprietor What departmentalization would jou 
advise 7 Name the departments in order, if there were to be three, four, 
five, or six departments Would you determine gross profit or net profit 
departmental!} 7 

8 In departmental accounting, what basis of distribution to departments 
should be used for the following expense items (a) freight in, (b) advertis- 
ing expense, (c) depreciation of fixed assets, (d) general manager’s salary, 
(e) property taxes, and (f) delivery expenses 7 

9 The Hughes Department Store has five departments In the past, 
separate gross profit figures have been obtained for each department 
The general manager decides that m the future he should know the net 
profit of each department instead of the gross profit What changes in 
the accounting procedure will be necessary 7 
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PROBLEMS 


1. The Northside Super Market has four sales departments: (1) Grocery, 
(2) Bakery, (3) Meats, and (4) Vegetables; and three service departments: 
(1) Purchasing, (2) Advertising, and (3) General Office. The following 
pertinent information was taken from the books: 



Grocery 

Bakery 

Meats 

Vegetables 

Sales for the Year 1950 

500,000 

100,000 

200,000 

200,000 

Purchases for the Year 1950. . . . 

300,000 

50,000 

150,000 

100,000 

Inventory, January 1, 1950. . . 

105,000 

1,000 

15,000 

10,000 

Inventory, December 31, 1950 

100,000 

2,000 

25,000 

15,000 

Expenses for the year were: 








Salaries, Supplies, 


Advertising and Insurance 


Purchases 28,600 

Advertising 24,200 

General Office 78,500 

Grocery 20,000 30,400 

Bakery 5,000 15,300 

Meats 10,000 28,600 

Vegetables 15,000 44,400 


50,000 


250,000 


The annual depreciation charges were 512,000. They are to be dis- 
tributed as follows: 


Purchasing 

10% 

Grocery . 

30% 

Advertising 

5% 

Bakery. 

10% 

General Office . . . 

10% 

Meats . . . 

20% 



Vegetables . 

.. 15% 

The annual lighting charges were $3,000. These should be distributed 

according to the number of watts used. 

The number of watts used -was: 

Purchasing. . . . 

200 

Grocery. 

1,000 

Advertising. . . . 

. 200 

Bakery.. . 

500 

General Office. . . 

. 300 

Meats 

500 



Vegetables. . . . 

. . . 300 

The purchasing expenses are to be 

distributed on 

the basis of net 


purchases; the advertising expenses, on the basis of direct advertising 
charges; and the general office expenses, on the basis of net sales. 

Instructions: (1) Prepare an expense distribution sheet. 

(2) Prepare one departmentalized profit and loss statement for all de- 
partments. 
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2. The trial balance of the Irwin-Evans Company at the end of the 
fiscal year on June 30, 1950, is given below 


Irwin -Evans Company 
Trial Balance 
June 30, 1950 


Cash 

$ 33,500 


Accounts Receivable 

100,400 


Reserve for Bad Debt3 


$ 2,000 

Merchandise Inventory, Dept A 

50,000 


Merchandise Inventory, Dept B 

35,000 


Store Equipment 

75,000 


Reserve for Depr of Store Equipment 


22,500 

Store Supplies 

22,000 


Capital Stock 


190,000 

Surplus 


61,436 

Sales, Department A 


200,000 

Sales, Department B 


100,000 

Purchases, Department A 

140,000 


Purchases, Department B 

65,000 


Selling Expense (control) 

33,600 


General Expense (control) 

20,436 


Interest Income 


1,500 

Interest Expense 

2,500 



$577,436 $577,436 


The following adjustments are to be made on June 30 

Merchandise inv entory, Department A $40,000 

Merchandise inventory. Department B 30,000 

Store supplies inv entory 9,100 

Depreciation of store equipment, 10% 

Reserve for bad debts, an additional 1% of sales. 

Provision for federal income tax, 21% 


All selling and general expenses are to be distributed to the two 
departments, A and B, m proportion to their sales 

Instructions (1) Prepare a twelve-column work sheet with columns 
similar to those in the illustration on page 463 of the textbook The work 
sheet is to show the net profit or Ios3 earned by each department of the 
business and the net profit of the entire business 

(2) Prepare a profit and loss statement for each department 

(3) Prepare a profit and loss statement showing the net income of the 
business This statement should begin with the net profits or losses earned by 
the two departments. 
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BRANCH ACCOUNTING 

BRANCH OPERATIONS l n the attempt to increase volume of sales, 

ACCOUNTING many business concerns have established 

branches. Through operation at various 
points, the needs of consumers are more effectively met and sales are 
built up. Whenever sales occur at different locations, there is need for 
branch accounting for income and expense. Whenever assets and 
liabilities are connected with branch operations, there is need for branch 
accounting for balance sheet items. Branch accounting goes beyond 
departmental accounting in utilizing a complete set of accounts in a 
separate set of books. 

The development of branch activity by large business corporations 
has been one of the outstanding movements in modem business. The 
corporation that sells merchandise in a hundred or a thousand stores 
over a state or over the entire country is a well-known feature of 
present-day merchandising. The chain store, operating under a central 
management, but each store with a branch manager in charge locally, 
has become an accepted characteristic of the business of today. 

For efficient management, it is necessary to know the profitableness 
of each branch. The earning capacity of various locations under the 
several managers is an important part of branch administration. If 
branch accounting shows that a branch is showing a loss or a less than 
average profit, that branch deserves the serious consideration of the 
central management. 

In this chapter it wall be possible to deal only with a central office 
and one or two branches. The fundamental considerations, however, 
are not materially changed when there are many branches. An under- 
standing of the transactions of a home office and its branches should 
contribute to a better understanding of this current economic phe- 
nomenon. 


methods OF branch The following classification of branch ac- 
ACCOUNTING counting methods is not intended to be 

arbitrary. In any specific business, modifications will be found. In 
many cases part of the accounting system will be centralized at the 
home office, and other parts will be centralized at the branch. Gener- 
ally, however, the methods of accounting for branches may be classified 
as follows: 
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First Method No accounting records except those of a memoran- 
dum nature are kept at the branch The books of original entry and 
the ledger records of the branch transactions are maintained at the 
home office While this method centralizes the bookkeeping at the 
home office, it fails to provide branch managers with current, up-to- 
date information regarding their own activities Branch managers 
must rely on such periodic reports as may be furnished by the home 
office 

In nearly all cases a branch is given a uorkmg fund, which is 
sufficient to meet its needs for a limited period of time The branch 
reports its disbursements to the home office when it needs additional 
funds, and the home office sends it a check for the amount of the dis- 
bursements The accounting for such a working fund is similar to that 
used for petty cash described in Chapter XV 

Second Method The branch makes entries for all transactions that 
it performs, and then it forwards to the home office summaries of 
these entries For example the branch records all sales made by it, 
and at the end of the month it sends to the home office a report showing 
the total to be debited to Accounts Receivable and credited to Sales 
Similar reports are made for purchases cash receipts, and cash dis- 
bursements The general journal entries for the month are reported 
individually The branch makes the periodic summaries on journal 
vouchers The home office files the vouchers m loose leaf binders and 
uses them as mediums of posting either to an individual ledger main- 
tained for the branch or directly to the general ledger 

Third Method The branch maintains books of original entry and 
also a ledger In short it has a complete accounting system In the 
ledger is a controlling account with the home office, which takes the 
place of the customary proprietorship accounts In the ledger of the 
home office is a similar controlling account with the branch A periodic 
report, usually prepared monthly, is made to the home office, and from 
this report an entry is made in the records of the home office to record 
the profit or the loss of the branch This method of branch accounting 
will be illustrated m the remaining pages of the chapter 

reciprocal accounts The home office controlling account for a 
accounting branch is an asset account, for it represents 

the ownership or investment in the branch 

This account is known as Branch Ledger and is debited for cash or 
other assets that the home office sends to the branch Whenever a 
profit is reported by the branch, the home office records this in its books 
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by a debit to the branch ledger account and a credit to a suitable 
income account. Conversely, cash or other assets received from the 
branch or a loss reported by the branch are recorded as credits to 
Branch Ledger, for the reduction in the net assets of the branch repre- 
sents a decrease in the ownership interest in the branch. 

The branch keeps a corresponding account known as Home Office 
Ledger. This account represents the ownership interest of the home 
office in the branch. The receipt of cash or other assets from the home 
office is recorded as a credit to Home Office Ledger. When a profit is 
made by the branch, Home Office Ledger is credited, for a profit 
increases the ownership interest of the home office. Whenever the 
branch sends cash or other assets to the home office or incurs a loss, 
Home Office Ledger is debited, since the ownership interest of the 
home office in the branch is decreased. 

The two accounts Branch Ledger and Home Office Ledger are 
called reciprocal accounts. When the branch ledger account is debited 
by the home office, the home office ledger account is credited by the 
branch office. When the branch ledger account is credited by the 
home office, the home office ledger account is debited by the branch 
office. The debit items in the branch ledger account correspond to the 
credit items in the home office ledger account ; the credit items in the 
branch ledger account coirespond to the debit items in its reciprocal 
account. The reciprocal nature of the two accounts is shown in the 
following diagram: 


IN THE HOME OFFICE LEDGER 
Branch Ledger 


Cash sent to 

Cash received 

branch. 

from branch. 

Other assets sent 

Loss reported by 

to branch. 

branch. 

Profit reported by 


branch. 



IN THE BRANCH LEDGER 
Home Office Ledger 


Cash sent to 

Cash received 

home office. 

from home 

Loss suffered by 

office. 

branch. 

Other assets re- 
ceived from 
home office. 

Profit earned by 
branch. 


When ?500 cash is sent to the branch by the home office, the entry 
on the home office books in general journal form is: 

Branch Ledger 500 

Cash 500 


and the entry on the branch books in general journal form is: 


Cash 500 

Home Office Ledger 500 
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In a similar manner, all transactions indicated on the two reciprocal 
accounts might be set up in journal form 

When merchandise is shipped from the home office to the branch, 
the home office debits Branch Ledger and credits Shipments to Branch 
The branch debits Shipments from Home Office and credits Home 
Office Ledger The two accounts Shipments to Branch and Shipments 
from Home Office are also reciprocal accounts They differ from the 
first pair of reciprocal accounts descnbed above m that each account 
has entries on one side only Shipments to Branch has credit entries 
only, Shipments from Home Office has debit entries only It is obvious 
that the debit total of the latter account must, of necessity, equal the 
credit total of the former 

In the previous discussion it was assumed that shipments to the 
branch were made at cost If such shipments were made at selling 
price or at a price higher than cost, the charge to the branch would 
include an element of profit that will not be realized until the mer- 
chandise is sold by the branch Whenever shipments to the branch are 
made at prices higher than cost, it is necessary to adjust all the recipro- 
cal accounts in order to know the true equity of the home office in the 
branch and to know the true profit or loss of the branch In this 
chapter all shipments will be at cost, thus making such adjustments 
unnecessary 


illustration of The accounting procedure of a home office 
FOR and a branch does not differ from the usual 
accounting procedure except for the intro- 
duction of the reciprocal accounts descnbed above The new branch 
ledger accounts, Home Office Ledger and Shipments from Home Office, 
and their reciprocal accounts in the home office ledger, Branch Ledger 
and Shipments to Branch, constitute the chief distinguishing char- 
actenstics of branch accounting To illustrate branch accounting the 
following summary of the transactions performed by a branch is given 


1 A home office opened a branch and sent it $5 000 m cash and $15,000 
worth of merchandise, with which to start operations 

2 The branch purchased merchandise on account for $5 000 during the 
period 

3 It sold $8 000 worth of merchandise for cash and $4,000 worth on 
account 


4 It paid operating expenses amounting to $2,500 

5 It collected $3,000 on accounts receivable 

6 It sent to the home office $10 000 m cash 
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The branch recorded the transactions for the month in the manner 
illustrated by the following journal entries: 

(1) 

Cash; 5,000 

Shipments from Home Office 15,000 

Home Office Ledger 20,000 

Received cash and merchandise from the home office 
with which to start operations. 

(2) 

Purchases 5,000 

Accounts Payable. ... 5,000 

Purchased merchandise on account. 

(3) 

Cash 8,000 

Accounts Receivable 4,000 

Sales 12,000 

Sold merchandise for cash and on account. 

(4) 

Expenses 2,500 

Cash 2,500 

Paid operating expenses with cash. 

(5) 

Cash 3,000 

Accounts Receivable 3,000 

Made collections on credit sales. 

( 6 ) 

Home Office Ledger 10,000 

Cash 10.000 

Sent cash to the home office. 

Of the previous six transactions only the first and the last involve 
transactions between the home office and the branch. The other four 
transactions involve only the branch as one party and outside business 
units as the second parties. 

The merchandise inventory of the branch at the end of the month 
amounted to $12,000. The journal entries required to adjust the in- 
ventory and to close the books of the branch are as follows: 
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Merchandise Inventory 12,000 

Profit and Loss Summary 12,000 

To record the ending merchandise inventory 

GO 

Profit and Loss Summary 20,000 

Shipments from Home Office 15,000 

Purchases 5,000 

To close the accounts with merchandise shipped 
from the general office and merchandise purchased 

(c) 

Sales 12 000 

Profit and Loss Summary 12 000 

To close the sales account 

<d) 

Profit and Loss Summary 2,500 

Expenses 2,500 

To close the account with operating expenses 

(e) 

Profit and Loss Summary 1,500 

Home Office Ledger 1,500 

To close the profit shown by the profit and loss 
summary account into the home office ledger ac- 
count 


The profit and loss statement and the balance sheet that the branch 
prepared for the general office were as follows 

Branch Profit and Loss Statement 


For Month Ended January 31, 1949 


Sales 

Cost of Goods Sold 

Purchases 

Shipments irom Home Office 

5,000 

15,000 

12,000 

Mdse Available for Sale during Month 

Less Mdse Inventory, January 31, 1949 

20,000 

12,000 


Cost of Goods Sold 


8,000 

Gross Profit from Sales 

Operating Expenses 


4,000 

2,500 

Net Profit from Operations 


1,500 


Profit and Loss Statement of a Branch 
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Branch Balance Sheet 
January 31, 1949 


Assets 

Liabilities and Proprietorship 

Cash 

Accounts Receivable 
Merchandise Inventory 

3,500 

1,000 

12,000 

Accounts Payable 

Home Office Ledger 

5,000 

11,500 

Total Assets 

16,500 

Total Liab. and Prop. 

16,500 


Balance Sheet of a Branch 


The general office made the following entries in its books to record 
its transactions with the branch: (These entries are designated by 
number or letter for comparison with the corresponding entries made 
by the branch.) 

(1) 

Branch Ledger ... 20,000 

Cash . 

Shipments to Branch 

Sent cash and merchandise to the branch with 
which to start operations. 

( 6 ) 

Cash 10,000 

Branch Ledger 10,000 

Received cash from the branch. 


5,000 

15,000 


(e) 


Branch Ledger 

Profit of Branch 

To record the profit reported by the branch. 


1,500 

1,500 


Transaction (e), shown both in the branch journal illustration and 
in the general office illustration, records the profit of the branch and 
the taking up of the profit by the general office. Whenever profits or 
losses are determined by making branch statements, it is necessary 
that the general office record the increase or decrease in branch invest- 
ment by a journal entry. 

The transactions illustrated on pages 475, 476, and 477 include two 
sets of reciprocal accounts: (1) Home Office Ledger and Branch Ledger 
and (2) Shipments from Home Office and Shipments to Branch. The 
first set are balance sheet accounts; the second set are profit and loss 
statement accounts. There will be as many groups of these four ac- 
counts as there are branches. 
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consolidated It is desirable to have consolidated state- 

statements ments showing the combined results of the 

home office and the branch activities for each period A consolidated 
profit and loss statement is prepared by the use of a work sheet For 
example, the work sheet used by the home office mentioned in the 
preceding discussion is shown below 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Profit and Loss Statement 
January 31, 1949 



Home 

Office 

Ledger 

Branch 

Eliminations 

Cons 
Profit 
and Loss 



Dr 

Cr 

ment 

Sales 

35 000 

12,000 



47,000 

Cost of Goods Sold 

Mdse Inv January 1 
Purchases 

Shipments from Home 
Office 

30.000 

40.000 

5 000 

15 000 


15,000 

30.000 

45.000 

Less Shipments to 

Branch 

70,000 

15 000 


15,000 



Mdse Available for Sale 
Less Mdse Inv , Jan 31 

55 000 
35,000 

20,000 

12 000 



75 000 
47,000 

Cost of Goods Sold 

20,000 

8 000 



28,000 

Gross Profit on Sale3 
Operating Expenses 

15,000 

6,000 

4 000 
2,500 



19,000 

8,500 

Net Profit 

9,000 

1,500 

15,000 

15,000 

10,500 


Work Sheet for a Consolidated Profit and Loss Statement 


On the work sheet the accounts Shipments to Branch and Ship- 
ments from Home Office were eliminated since they did not represent 
transactions with outsiders The elimination of these items made 
possible the preparation of a consolidated statement that showed the 
results of the operations of the home office and the branch as one 
organization The consolidated report that was prepared from the 
Consolidated Profit and Loss Statement column of the work sheet was 
as follows 
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HOME OFFICE AND BRANCH 
Consolidated Profit and Loss Statement 
For Month Ended January 31, 1949 


Sales 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1949. . . . 
Purchases 

30.000 

45.000 

47,000 

Merchandise Available for Sale 

Less Mdse. Inventory, January 31, 1949 . 

75.000 

47.000 


Cost of Goods Sold 


28,000 

Gross Profit on Sales 

Operating Expenses 


19,000 

8,500 

Net Profit from Operations 


10,500 


Consolidated Profit and Loss Statement 


In a similar manner a consolidated balance sheet may be prepared 
at the end of the period from a work sheet. For instance, the home 
office mentioned in the preceding discussion used the following work 
sheet in the preparation of its consolidated balance sheet. 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Balance Sheet 
January 31, 1949 



Home 

Office 

Ledger 

Branch 

Ledger 

Eliminations 

Consoli- 

dated 

Balance 

Sheet 

Dr. 

Cr. 

Assets: 






Cash 

26,000 

3,500 



29,500 

Accounts Receivable . 

23,000 

1,000 



24,000 

Merchandise Inventory 

35,000 

12,000 



47,000 

Branch Ledger 

11,500 



11,500 


Total Assets 

95,500 

16,500 



100,500 

Liab. & Proprietorship: 






Accounts Payable 

20,000 

5,000 



25,000 

Home Office Ledger 


11,500 

11,500 



Capital Stock 

50,000 




50,000 

Surplus 

25,500 




25,500 

Total Liab. and Prop 

95,500 

16,500 

11,500 

11,500 

100,500 
= = 


Work Sheet for a Consolidated Balance Sheet 
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On the work sheet the accounts Branch Ledger and Horae Office 
Ledger were eliminated so that a consolidated report showing the 
assets, the liabilities, and the proprietorship of the home office and the 
branch as one organization could be prepared The consolidated report 
that was prepared from the Consolidated Balance Sheet column of the 
work sheet is illustrated below 


HOME OFFICE AND BRANCH 
Consolidated Balance Sheet 
January 31 1949 


Assets 

Liabilities and Proprietorship 

Cash 

29 500 

Accounts Payable 

25 000 

Accounts Receivable 

24 000 

Capital Stock 

50 000 

Merchandise Inventory 

47 000 

Surplus 

25 500 

Total Assets 

100 500 

Total Liab and Prop 

100 500 


Consolidated Balance Sheet 


The consolidation of the statements of several branches with that 
of the home office would be accomplished in a manner similar to that 
illustrated above with a single branch The only difference would be a 
lateral expansion of the work sheet Instead of one column for Branch 
Ledger, there would be as many columns as there were branches 

valuation of The merchandise inventory reported on the 

INVENTORY OF SE balance sheet of the branch is usually valued 
A branch at the same prices at which goods are billed 

by the home office to the branch These prices are frequently higher 
than cost because the consigned merchandise is valued at selling pnees 
In all cases in which this inventory valuation is not on the basis of cost 
or market value, whichever is the lower, a reserve sufficient to reduce 
the inventory to its proper valuation is set up on the books of the home 
office Upon the consolidation of the balance sheet of the branch with 
that of the home office this reserve is treated as a deduction from the 
branch inventory, and the branch inventory is reported at its net value 
m the consolidated balance sheet 

When shipments to branches are billed at pnees higher than cost, 
adjustments of the branch income statement figures must be made if 
the true branch profit is to be known It is simpler to follow the 
practice illustrated in this chapter and pnee shipments at cost, thus 
avoiding pnee adjustments in mventones and shipments accounts 
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interna ^operations l?' ith th ' 7™*®* size of business units, 

tne need for internal accounting is likewise 
growing. It is necessary to account separately for the various parts 
of which these large units are made up. This accounting involves first 
a breakdown of the accounts, departmental^ or by branches, followed 


by a consolidation to show the unit as a whole. 

In the large five-and-ten-cent store chains, for example, there is 
first a breakdown by commodities sold and second a breakdown by 
branches selling these commodities. For efficient administration of 
these large mercantile establishments, it is necessary to have the 
departmental analysis and the branch analysis. More and more 
attention will be directed in the future to accounting for small units 
under a central administration. 


QUESTIONS 

1. Distinguish between controlling accounts and reciprocal accounts. 
Give an illustration of reciprocal accounts. Give four illustrations of 
controlling accounts. 

2. What amount on the branch balance sheet appears also on the home 
office balance sheet? 

3. What two items on the balance sheet of the home office appear as a 
single item on the balance sheet of the branch? 

. 4. How does closing the accounts of a branch differ from closing the 
accounts of the home office? 

5. The ledger of a branch office may contain two accounts with incoming 
merchandise, (a) What are these accounts called? (b) Why are both kept? 

6. Why are the accounts Shipments to Branch and Shipments from 
Home Office needed in addition to Sales and Purchases in preparing the 
profit and loss statements for the branch and the home office? 

7. The following branch ledger account w T as taken from the ledger kept 
in the home office of B. K. Abbott Company. Give the corresponding 
entries that were made in the records of the Lakeside Branch. 


Lakeside Branch Ledger 


1950 

- 


HI 


1950 



wm 

■M 

Jan. 

S 

Cash 


4,000 

Feb. 

2S 

Loss 

1 

soo 


31 

Profit 

K 

1,200 

Mar. 

15 

Cash 

B 

1,200 

Feb. 

13 

Furn. and Fix. 

■ 

2,000 




£K 


Mar. 

ol 

Profit 


2,000 




■ 
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fi The following home office ledger account was taken from the branch 
office ledger of Glaser and Kelley, Inc Give the journal entries that 
were made on the books of the home office 


Home Office Ledger 


1950 

— 




19o0 




— 

June 

3C 

Loss 


1,000 

April 

6 

Cash 


4,000 

July 

15 

Cash 


1,600 


25 

Fum and Fix 


4,000 






Dec 

31 

Profit 


2,000 


9 Does the above ledger account contain all the entries during the 
period 7 If not, what entries are omitted 7 

10 Give the journal entries for the following branch transactions (This 
is not a complete list of transactions for the period ) 

Oct 1 The home office sends the branch $1,000 in cash, furniture and 
fixtures valued at $300, and merchandise, at cost, $1,800 
4 The branch purchases on account from an outside firm merchandise 
worth $800 

8 The branch sells merchandise on account for $1,600, for cash, $800 
15 The branch pays general operating expenses of $300 
21 The branch sends the home office $400 in cash 
24 The home office ships the branch merchandise, at cost, $900 
30 The branch reports a net profit of $500 


PROBLEMS 

1 Chambers, Inc , of Los Angeles, opened a branch office in Kansas Cit> 
on January 1, 1950 Transactions and adjustments reflecting branch 
operations for the year ended December 31, 1950, were as follows 

(a) Cash advanced by the home office, $75,000 

(b) Shipments of merchandise from the homeoffice to the branch, $419,000. 
S ates for cash by tbc branch, WW 

(d) Remittances to home office, $300,000 

(e) Operating expenses paid m cash by the branch, $100,000 (Charge 
Operating Expenses Control ) 

(f) Merchandise inventory, December 31, 1950, $69,000 

Instructions' (1) Set up "T” accounts for the branch office as follows 
Cash, Merchandise In\ entory, Home Office Ledger, Profit and Loss Summary, 
Sales, Shipments from Home Office, and Operating Expenses Control Record 
the foregoing transactions and adjustments in these accounts 

(2) Set up “T” accounts for the home office as follows Cash, Branch 
Ledger, Profit of Branch, and Shipments to Branch Record the effect of 
the transactions on these accounts 
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(3) Close the branch office income and expense accounts to Profit and 
Loss Summary and the balance of Profit and Loss Summary to Home Office 
Ledger. Record the branch profit in the home office “T” accounts. 

(4) Prepare a profit and loss statement and a balance sheet for the branch. 

2. The trial balance of the home office and that of the branch of the 
Rogers Corporation on June 30, 1950, the close of a monthly fiscal period, 
are given below: 



Home Office 

Branch 


Dr. 

Cr. 

Dr. 

Cr. 

Cash 

100,000 


20,000 


Merchandise Inventory . 

150,000 


75,000 


Branch Ledger . 

80,000 




Accounts Payable 


40,000 


10,000 

Home Office Ledger 




80,000 

Capital Stock . 


200,000 



Surplus . 


50,000 



Sales 


175,000 


100,000 

Shipments to Branch 


60,000 



Purchases. . 

140,000 


15,000 


Shipments from Home Office 

. 


60,000 


Operating Expenses Control 

55,000 


20,000 



525,000 

525,000 

190,000 

190,000 


Merchandise Inventory, June 30: home office, $130,000; branch, 
$80,000. 

Instructions: (1) Prepare work sheets for a consolidated profit and loss 
statement and a consolidated balance sheet. Adjust the home office ledger 
account of the branch for the branch profit, and the branch ledger and surplus 
accounts of the home office for the branch profit. Also adjust surplus for 
the home office profit. 

(2) Prepare a consolidated profit and loss statement and a consolidated 
balance sheet. 

3. Snyder, Inc., of New York, operates a branch in Chicago. On April 
30, 1950, the post-closing trial balance of the home office and that of the 
branch were as follows: 



Home 

Dr. 

Office 

Cr. 

Branch 

Dr. Cr. 

Cash 

Merchandise Inventory. . . . 

Branch Ledger 

Home Office Ledger 

Capital Stock 

Surplus 

.. 30,000 
.. 24,000 
. . 12,000 

50.000 

16.000 

2,000 

10,000 

12,000 


66,000 

66,000 

12,000 12,000 
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The transactions and adjustments for May were as follows* 

(a) Merchandise shipped from the home office to the branch, $20,000 

(b) All sales were for cash home office, $40,000; branch office, $20,000 

(c) The following cash expenditures were made 



Home Office 

Branch 

Merchandise purchases 

$46,800 


Operating expenses 

4,000 

$2,200 


$50,800 

$2,200 

(d) Inventories 

Home Office 

Branch 

Merchandise 

$20,000 

$12,000 


Instructions (1) Open "T" accounts as follows for the home office 
Cash, Merchandise Inventory, Branch Ledger, Capital Stock; Surplus, 
Profit and Loss Summary, Sales, Shipments to Branch, Purchases, Operat 
ing Expenses Control, and Profit or Loss of Branch Open the following “T ' 
accounts for the branch Cash Merchandise Inventory, Home Office Ledger, 
Profit and Loss Summary, Sales, Shipments from Home Office, and Operat* 
mg Expenses Control 

(2) Record the beginning balances and the transactions and adjustments 
for May directly in the “T” accounts (no journal entries required) 

(3) Close the income and expense accounts of the branch ledger to the 
profit and loss summary account Close the balance of Profit and Loss Sum- 
mary to Home Office Ledger 

(4) Record branch profit or los3 in the home office books Close the home 
office income and expense accounts to the profit and loss summary account, 
and close the balance of Profit and Loss Summary to Surplus 

(5) Prepare work sheets for the consolidated profit and Ios3 statement 
and the consolidated balance sheet 



ACCOUNTING FOR MANUFACTURING 


Thus far, consideration has been given to 
the accounting procedures used by service 
and mercantile enterprises. Mercantile enter- 
prises obtain from manufacturing concerns the merchandise that they 
sell. Manufacturers employ labor and use machinery in converting 
raw materials into finished goods. In thus changing the form of the 
commodities, their activities differ from those of merchandisers. 

The commodities purchased by a manufacturer are his raw ma- 
terials, but they were finished goods to the manufacturer from whom 
he bought them. Flour is raw material to the baker but finished goods 
to the miller. Steel plate is raw material to the automobile manu- 
facturer but finished goods to the steel producer. The designation 
raw materials or finished goods has significance only in connection with 
a specific manufacturer and his relation to the commodity. 

The extent of business activity in manufacturing is apparent to 
anyone who contemplates the vast variety of changes in form that 
take place in producing the commodities and the services used by 
society. Manufacturing provides work for a large percentage of the 
employed, uses a large share of the capital equipment of the country, 
and makes possible a substantial portion of the profit shown on profit 
and loss statements. 

Manufacturing activities require separate treatment in the ac- 
counts. Statements showing manufacturing operations are needed by 
business management. On manufacturing statements, payrolls for 
factory labor and expenses incident to the use of machinery are im- 
portant items. Other expenses found in manufacturing include power 
to run the machinery, maintenance to keep it in condition, and super- 
vision to plan and direct production. 

Manufacturing adds many new items to the balance sheet and the 
profit and loss statement. New assets and liabilities are valued in 
new balance sheet accounts, and new operating activities are measured 
in new expense accounts. The general ledger is expanded to take care 
of the additional accounts, and new subsidiary ledgers account for 
much of the manufacturing detail. The treatment of these accounts, 
together with the recording and the summarizing of transactions 
affecting the accounts, constitutes the subject matter of this chapter 
and the two following chapters. 


DESCRIPTION OF 

MANUFACTURING 

OPERATIONS 
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b a l an ce sheet Each of the asset classifications on the balance 

accounts sheet contains additional accounts as a result 

of the manufacturing function Under “Current Assets” inventory 
accounts are added, under “Fixed Assets” new accounts for various 
kinds of machinery and equipment are shown, under “Intangible 
Assets” accounts with such assets as patents and copyrights may be 
reported, and under “Deferred Charges” accounts with supplies and 
prepaid expenses that are characteristic of the factory are shown 
The liability accounts of a manufacturing enterprise are less different 
from those of other businesses but even in this classification there is 
greater likelihood of bonds payable secured by mortgages on the manu- 
facturing plant 

Current Assets The single inventory of merchandise found on the 
balance sheet of a merchandising business is displaced by three inven- 
tories representing (1) goods in the state in which they were acquired, 
(2) goods m the process of manufacture, and (3) goods in the state m 
which they are to be sold These inventories are called respectively 
raw materials, goods in process, and finished goods The costs of oper- 
ating the factory, including labor and the various manufacturing 
expenses, are added to the cost of the raw materials in determining 
the cost of goods in process and finished goods These inventories are 
illustrated below 

Merchandising Manufacturing 

Merchandise Inventory $15,000 Inventories 

Finished Goods $20 000 
Goods in Process 15 000 
Raw Materials 30 000 $65 000 

Fixed Assets Because of the extensive use of machinery in manu- 
facturing, the percentage of capital invested m fixed assets tends to 
be larger than that of the trading concern The building or buildings 
housing this machinery must be adapted to that purpose and are 
therefore usually owned by the manufacturer The number of accounts 
with machinery and equipment is sufficient to warrant the use of a 
machinery and equipment subsidiary ledger 

The subsidiary ledger carrying an account with each individual 
piece of machinery is called the plant ledger In connection with the 
heading of each account, space is provided for recording useful infor- 
mation regarding the particular machine In this space are commonly 
indicated the technical title and description of the machine, the size 
and weight, the name of the vendor from whom the machine was 
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purchased, the rated output, and other useful information. Beneath 
the heading the items that made up the total cost of the machine, 
such as the price paid the vendor, the transportation cost, and the 
installation cost, are listed. Space is also provided for accumulating 
the periodic increase in the reserve for depreciation applicable to the 
machine and for recording the ever-diminishing book value of the 
machine. Such a record of each machine is thought to give better 
control over the machinery used and to provide a more accurate 
determination of the periodic depreciation charges. Fixed asset ledger 
accounts have been illustrated in Chapter XIV, page 240. 

Intangible Assets. The manufacturer may have exclusive rights 
known as patents, which possess value during their life. Patents are 
granted by the federal government in order to encourage the inven- 
tion of mechanical devices. On the balance sheet patents are reported 
at cost less amortization. The life of a patent is seventeen years. 
The useful life of the patent may often be less because of the subsequent 
invention of new and improved devices. The estimated annual decrease 
in the value of the patent becomes a yearly manufacturing expense. 
Thus a patent acquired at a cost of $50,000 and having an estimated 
useful life of ten years would be annually reduced in value $5,000. 
The amount of this reduction would be charged to the manufacturing 
cost of each year. 

Exclusive rights, known as copyrights, to publish written material 
are granted for a period of twenty-eight years; but they often have a 
useful life of a much shorter period. Because of the uncertainty regard- 
ing their useful life, these intangible assets are often written off the 
books over a short period of time by charges to operations. 

Deferred Charges. Manufacturing activities add a number of new 
items to the defeired charges. Factory supplies on hand that were 
purchased to maintain and sendee machinery, unexpired insurance 
of various kinds, largely due to the use of machinery, and unused 
services that assist in manufacturing represent assets commonly found 
on the balance sheets of manufacturing enterprises. They also entail 
additional adjusting entries to be made at the end of each accounting 
period. 


capital charges Quite often, especially in accounting for 
“V.NUE manufacturing enterprises, it becomes diffi- 

'~ T cult to distinguish between expenditures that 

add to the value of fixed assets and those that are chargeable as cur- 
rent expenses. All expenditures incurred up to the time at which a 
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fixed asset is ready for use may be considered a part of the cost of the 
asset , they may therefore be debited to the asset account F or example, 
the following items may be considered as the original cost of a machine 
purchased for use m a factory (1) the purchase price as indicated by 
the purchase invoice, (2) the freight and drayage paid for the trans- 
portation of the machine from the place of business of the seller to the 
factory of the purchaser, (3) the cost of unpacking and setting up the 
machine, (4) the cost of installation (including the cost of constructing 
a metal or a concrete base), (5) the cost of testing to determine the 
usefulness of the machine, and (6) the cost of any changes or alterations 
necessary before the machine is in proper condition for operation 

After the fixed asset is put into service, only those expenditures 
that increase its life or efficiency may be added to its value A machine 
with an estimated life of four years may be overhauled, or worn parts 
may be replaced, with the result that the life of the machine may be 
increased to five years The cost of the overhauling or the replacement, 
to the extent of the \alue added through the increased life of the ma 
chine, may be added to the original cost by charging the asset account 
Such expenditures are said to be charges to capital For example, 
assume that the replacement of certain moving parts, at a cost of 
$400, increases the output of a certain machine from 200 to 300 units 
per day The entry for such an expenditure is shown below 

Machinery and Equipment 4C0 

Cash 400 

As an asset continues in use, some expenditures are necessary to 
maintain it in an efficient operating condition A building requires 
repairs and paint, and taxes and insurance premiums must be paid 
Machinery requires repairs from time to time, as well as supplies 
necessary for its operation, such as oil, taxes and insurance premiums 
must also be paid Expenditures of this type, representing a part of 
the necessary cost of using the asset dunng the current period, should 
be charged as part of the current operating expenses of the business 
These expenditures are said to be charges to revenue since they are 
deductible from the revenue of the penod 

Unless care is used, capital expenditures and revenue expenditures 
may be confused For example, an expenditure which, if its effects 
were carefully analyzed, would be found to be necessary in the main- 
tenance of a particular asset may be considered an addition to the 
value of the asset On the other hand, a real addition to capital may 
be mistaken for an operating expense The distinction between capital 
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expenditures and revenue expenditures is an important one, since the 
reporting of manufacturing costs, the determination of the profit for 
each period, and the presentation of the proprietorship from time to 
time depend on the accuracy with which this distinction is made. 


profit AND LOSS The profit and loss statement of a manu- 
STATEMENT ACCOUNTS facturing enterprise contains groups of items 
representing selling expenses and general and administrative expenses 
similar to those of a trading enterprise. In addition, it contains an 
entirely new group of items representing purely manufacturing activi- 
ties. This group includes the cost of raw materials put into produc- 
tion; the cost of labor used directly in converting the raw materials 
into finished goods; and the expenses that arise from labor not used 
directly and from all the facilities employed in the process. For 
convenience in analysis, these threefold groups are known as materials, 
direct labor, and overhead. Materials represent the delivered cost of 
raw materials that are used in producing the finished article. Direct 
labor represents the wages of the workmen who devote their time to 
converting the raw materials into goods in process and finished goods. 
Overhead represents all the other expenses of operating the factory 
that are not included in the first two items. 

The overhead items represent perhaps the most important group 
in present-day manufacturing. With increasing use of machinery, 
much of the factory payroll is related to the care and upkeep of the 
machinery rather than being applied directly to raw materials. Over- 
head includes not only taxes, insurance, depreciation, and maintenance 
incident to the use of machinery but also all expenses of housing the 
machinery and furnishing satisfactory working conditions for em- 
ployees. Whatever expenses other than direct materials and labor are 
involved in the manufacturing process are included in the overhead ( 
group. 


THE COST OF GOODS 

MANUFACTURED 

SCHEDULE 


Since manufacturing functions differ from 
trading functions, it is customary to separate 
the profit and loss statement accounts haring 


to do with manufacturing from those haring to do with trading. The 
manufacturing group is frequently placed in a separate schedule to 
avoid the presentation of an extended profit and loss statement. This 
schedule gi ve s the cost of the goods manufactured during the latest 
period. It is therefore comparable to that section of the profit and 
loss statement of a merchandising enterprise that shows the cost of 
the goods purchased. When the schedule is used, the profit and loss 
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statement of the manufacturing concern is similar to that of a trading 
company except for a reference to the supporting schedule showing 
the cost of the goods manufactured. 

Other schedules may be used to simplify the principal accounting 
statements by removing detail from them. In large enterprises having 
many accounts, it is customary to have a number of schedules sup- 
porting items on the balance sheet and the profit and loss statement. 
For example, the cash balance may be supported by a schedule giving 
the balances on deposit in several banks; the accounts receivable, 
by a schedule showing the names of the customers and the balances 
owed; the sales, by a schedule showing sales by territories or by com- 
modities; and the selling expenses and general expenses, by schedules 
showing the individual items. 

The schedule showing the cost of goods manufactured provides 
all of the information incident to the manufacturing activities of the 
period. In addition to beginning and ending inventories of raw ma- 
terials and goods in process, it contains purchases of new materials, 
labor items, and all manufacturing expenses. 

THE PERIOD covered Manufacturing operations frequently make 
losTstatement advisable the choice of a fiscal year that 
differs from the calendar year. It is not 
uncommon for manufacturing concerns to choose as their fiscal year 
any period of twelve months that best fits in with the recurring cycle 
of their manufacturing activities. An attempt is usually made to make 
the close of the fiscal year come at a relatively inactive period. 

Such a choice of fiscal year is called the natural business year . The 
use of the natural business year tends to make the interpretation of 
statements less complicated and more informative. 

For control of manufacturing operations, it is advisable to have a 
much shorter period than a year. It is customary therefore to have 
monthly interim reports for the use of management. 


ADj ^?Ilui < ?rA^TiiDiwr' S ’ ^justing of manufacturing accounts is 
ACCOUNTS similar to the adjusting of trading accounts. 

When inventories of supplies, such as factory 
supplies, exist, and when expenses, such as insurance, have been pre- 
paid, the assets are set up as deferred charges and only the amounts 
actually consumed are charged to manufacturing. When unrecorded 
liabilities, such as accrued wages of factory workers and accrued taxes, 
exist, the liabilities and the related expenses should be provided for 
by adjusting entries. 
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When the accounts of a manufacturing enterprise are to be closed, 
all the accounts pertaining to the manufacturing process, which are 
ordinarily presented in the schedule of the cost of goods manufactured, 
are closed first. It is advisable to close these accounts into an account 
called Manufacturing Summary. The balance of this account is the 
cost of the goods manufactured, which corresponds to the cost of the 
purchases and freight in of a trading enterprise. The balance of the 
manufacturing summary account is closed into the profit and loss 
summary account. The items appearing on the profit and loss state- 
ment are then closed, as in the case of a trading enterprise, in the 
order in which they appear on the report. 

The relation of the manufacturing summary account to the profit 
and loss summary account is shown below: 


Manufacturing Summary 


Beginning Inventories of Raw Ma- 
terials and Goods in Process 
Materials Purchased 
Labor 

Manufacturing Expenses 


Ending Inventories of Raw Materials 
and Goods in Process 
To Profit and Loss Summary 


Profit and Loss Summary 

From Manufacturing Summary 


The items appearing in the manufacturing summary account would 
be the same as those found on the schedule of cost of goods manu- 
factured. Those appearing in the profit and loss summary account 
would correspond to the items on the profit and loss statement. 


THE WORK sheet OF An additional pair of columns is added to the 
AMANUFAETURING W ork sheet of a manufacturing enterprise in 

order to segregate the accounts used in deter- 
mining the cost of the goods manufactured. All items that enter into 
the cost of the goods manufactured, or that are deductions from the 
cost of the goods manufactured, are entered in the Manufacturing 
Schedule columns. The difference between the totals of the Manu- 
facturing Schedule columns is the cost of the goods manufactured. 
This amount is transferred to the Profit and Loss Statement columns. 

The use of the Adjustments columns is similar to the use of those 
in the work sheet illustrated in Chapter X. The chief difference is the 
addition of new items having to do with manufacturing operations. 









Totals Brought Forward . CU.500 681, 850 91,600 101,110 202,450 2,000 2.000 300,000 120,730 100,110 

Sundry Factory Expense 1.G00 1 ,000 . . 

Sales Silanes and Commissions, . * 15,000 (r) 000 15, GOO 

Traveling Expense . 5,000 5,000 . , . 

Adverting Expense. .... . 11,500 14,500 
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Ten-Column Work Sheet of a Manufacturing Enterprise 
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preparing the The preparation of the periodic summary may 

periodic summary k e jjj^trated from the records of The Deane 
Manufacturing Company. At the end of the fiscal year, September 30, 
1949, a trial balance is taken This trial balance is entered in the first 
pair of amount columns on the work sheet in the manner shown in the 
illustration on pages 492 and 493 The accounts are then examined, and 
the additional data that will be needed in adjusting the accounts to 
make them show present facts are obtained. The data for the adjust- 
ments are. 

1 Reserve for bad debts, of 1 % of net sales 


2 

In\ en tones 



a Finished goods 

$34,000 00 


b. Goods in process 

20,000 00 


c Raw materials 

36,850 00 

3 

Depreciation and amortization 



a. Office equipment 

10% 


b. Shipping department equipment 

10% 


c Machinery and equipment 

10% 


d Buildings 

5% 


e Patents 

2,000 00 

4 

Deferred charges to expense 



a Factory supplies in\ entory 

3,000 00 


b Shipping dept supplies in\ entory 

1,680 00 


c Office supplies mi entory 

1,000 00 


d Prepaid insurance 

1,200 00 

5 

Accrued expenses 



a Interest accrued on bonds payable 

1,400 00 


b Payroll 



Direct labor 

750 00 


Indirect labor 

200 00 


Sales salanes 

600 00 


Shipping department salanes 

80 00 


Property taxes, expired insurance, and building expenses are chargeable 
to manufacturing 

TV/i treaftcreaft. Vrr& -Btnk sheet, tsxcejft 

those for the goods in process, the raw materials, and the finished goods 
inventories, is similar to that explained and illustrated in earlier chap- 
ters. The goods in process inventory account and the raw materials 
inventory account are adjusted through the manufacturing summary 
account because all manufacturing expenses are summarized in this 
account. 

The raw materials inventory at the beginning of the fiscal period 
has become a part of the cost of goods manufactured. Raw Materials 
Inventory is therefore credited for the value of the beginning inventory, 
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$30,000, and Manufacturing Summary is debited for the same amount. 
The raw materials inventory at the end of the period must be recorded 
as an asset and must be shown as a deduction from the cost of goods 
manufactured. Raw Materials Inventory is therefore debited for 
$36,850, and Manufacturing Summary is credited for the same amount. 

In a like manner, the inventory of goods in process at the beginning 
of the period must be transferred to the manufacturing summary ac- 
count, and the goods in process at the end of the period must be de- 
ducted from the cost of goods in process and must be shown as an asset. 
The first transfer is accomplished by crediting Goods in Process 
Inventory and by debiting Manufacturing Summary for $15,000. The 
second transfer is accomplished by debiting Goods in Process Inventory 
and by crediting Manufacturing Summary for $20,000. 

The finished goods inventory account is adjusted through the 
profit and loss summary account in the same manner as the merchan- 
dise inventory of a mercantile business. The finished goods inventor 
at the beginning of the period is transferred to the profit and loss 
summary account by crediting Finished Goods Inventory for $20,000 
and by debiting Profit and Loss Summary for the same amount. The 
finished goods inventory at the end of the period is recorded by debiting 
Finished Goods Inventory for $34,000 and by crediting Profit and Loss 
Summary for the same amount. 

After the Adjustments columns have been totaled to prove the 
accuracy of the adjusting entries, all items representing the cost of 
goods manufactured are extended into the columns headed “Manu- 
facturing Schedule.” These items include the raw materials purchases, 
the freight and cartage in, the purchases returns and allowances, all 
manufacturing expenses, and the costs and deductions from costs 
arising from the inventories of raw materials and goods in process at 
the beginning and the end of the fiscal period. The balance of each 
item, except the items written on a line with “Manufacturing Sum- 
mary,” is extended into the proper column. The items appearing 
opposite “Manufacturing Summary” represent the inventories of raw 
materials and goods in process at the beginning and the end of the 
fiscal period. As will be seen later, these inventories are used in the 
manufacturing schedule and are therefore entered individually in the 
Manufacturing Schedule columns. The difference between the totals 
of the Manufacturing Schedule columns represents the cost of goods 
manufactured. This amount is carried forward into the Profit and 
Loss Statement Dr. column. 

The balances of the income accounts are extended into the Profit 
and Loss Statement Cr. column, and the balances of all expense ac- 
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counts that do not represent manufacturing expenses are extended 
into the Profit and Loss Statement Dr. column. The amounts of the 
assets, the liabilities, and the proprietorship are carried forward into 
the proper columns in the same manner as they are in the preparation 
of a work sheet for a trading concern. The amount that must be 
provided for income tax is then calculated. The provision for income 
tax and the net income after provision lor income tax are then entered 
in the Profit and Loss Statement Dr. colu mn and the Balance Sheet 
Cr. column, and the columns are totaled and ruled. 

The profit and loss statement of The Deane Manufacturing Com- 
pany is shown in the illustration on page 497. All the data required 
for this statement, including the cost of goods manufactured, have 
been obtained from the Profit and Loss Statement columns of the work 
sheet. The cost of goods manufactured is reported as a single amount, 
and reference is made to the schedule that shows how the amount was 
determined. 

The cost of goods manufactured schedule is shown on page 498. 
This schedule contains the same amounts as those shown in the Manu- 
facturing Schedule columns of the work sheet The amounts are 
arranged, however, so that the desired information can be obtained 
readily. The right-hand amount column contains the beginning goods 
in process inventory. To this amount is added the total of the elements 
of manufacturing cost for the period, and from this sum the ending 
goods in process inventor? is subtracted to obtain the cost of the goods 
completed during the year. The amount column second from the right 
contains the three elements cf cost: the materials used, the direct 
labor, and the total of the manufacturing expenses. 

The cost of raw materials consumed is made up of the beginning 
inventory of raw materials, the purchases made during the period, 
the freight and cartage on the purchases, less the purchases returns 
and allowances and the ending inventory. The manufacturing expenses, 
totaling $50,600, consist of all expenses incident to operating the factory 
except labor applied direetly to the conversion of raw materials into 
finished goods. 

The order in which the items are listed on the schedule follows the 
sequence of operations in the factory. At the be ginning of a period 
there are unfinished goods, represented by the beginning goods in 
process inventory. During the period materials, labor, and manufac- 
turing expenses are added to this inventory. At the end of the period 
the goods in process are inventoried. This amount is subtracted from 
the sum of the beginning goods in process inventory and the materials, 
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THE DEANE MANUFACTURING COMPANY 
Profit and Loss Statement 
For Year Ended September 30, 1949 


Income from Sales: 




Gross Sales ... . . . 


$300,000 


Less Sales Returns and Allowances 


2,000 


Net Sales 



$298,000 

Cost of Goods Sold: 




Finished Goods Inventory, October 1, 1948 

$ 20,000 


Cost of Goods Mfd. (Schedule No. 1) . 

215,000 


Total Cost of Fin. Goods Available for Sale 

$235,000 


Less Finished Goods Inv., Sept. 30, 

1949 .. 

34,000 


Cost of Goods Sold 



201,000 

Gross Profit on Sales 



$97,000 

Operating Expenses: 




Selling Expenses: 




Sales Salaries and Commissions 

$15,600 



Traveling Expense 

5,000 



Advertising Expense 

14,500 



Total Selling Expenses 


$35,100 


Shipping Department Expenses: 




Shipping Dept. Salaries 

$3,580 



Depr. of Ship. Dept. Equip. 

1,200 



Shipping Dept. Supplies Used 

3,320 



Sundry Ship. Dept. Expense 

500 



Total Shipping Dept. Expenses 


8,600 


General Expenses: 




Officers’ Salaries 

$16,500 



Office Salaries 

6,000 



Depr. of Office Equipment 

1,600 



Office Supplies Used 

4,000 



Loss from Bad Debts 

1,490 



Sundry Office Expense 

2,050 



Total General Expenses 


31,640 


Total Operating Expenses 



75,340 

Net Profit from Operations 

. . . . 


$21,660 

Other Income: 




Purchases Discount 



$1,500 


Other Expense: 




Bond Interest Expense 


5,6o0 


Net Deduction 

• 


4,100 

Net Profit before Provision for Income Tax . . . 


$17,560 

Less Provision for Income Tax . 

. . . . 


4,600 

Net Profit after Provision for Income Tax. . . . 


$12,960 


Profit and Loss Statement of a Manufacturing Enterprise 
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labor, and manufacturing expenses. The result is the cost of the goods 
manufactured. 

THE DEANE MANUFACTURING COMPANY 
Schedule No 1 — Cost op Goods Manufactured 
To Accompany Profit and Loss Statement 
For Year Ended September 30, 1949 


Goods in Process Inventory, Octo- 
ber 1, 1948 

Raw Materials 



$15,000 

Inventory, October 2, 1948 
Purchases 90,000 

Freight and Cartage In 2,500 


$39,000 


Delivered Cost of Purchases 

$92,500 



Less Returns and Allowances 

2,000 



Net Purchases 


90,500 


Total Cost of Materials Available 
for Use 

Less Inventory, September 30, 


$120,500 


1949 


36,850 


Cost of Materials Consumed 


$83,650 


Direct Labor 

Manufacturing Expenses 


75,750 


Indirect Labor 

$ 7,200 



Superintendence 

8,000 



Maintenance and Repairs 

6,000 



Heat, Light, and Power 

9,000 



Property Taxes 

4,000 



Depr of Machinery and Equip 

12,000 



Depreciation of Buildings 

4,000 



Patents Expense 

2,000 



Factory Supplies Used 

5,000 



Expired Insurance 

1,800 



Sundry Factory Expense 

1,600 



Total Manufacturing Expenses 


60,600 


Total Manufacturing Costs 



220,000 

Total Goods m Process during Period 
Less Goods in Process Inventory, 



$235,000 

September 30, 1949 



20,000 

Cost of Goods Manufactured 



$215,000 

Cost of Goods Manufactured Schedule 
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THE DEANE MANUFACTURING COMPANY 
Balance Sheet 
September 30, 1949 


Assets 

Current Assets: 

Cash 

Accounts Receivable $30,000 

Less Res. for Bad Debts 1,840 

Inventories: 

Finished Goods $34,000 

Goods in Process 20,000 

Raw Materials 36,850 

Total Current Assets 

Fixed Assets: 

Office Equipment $16,000 

Less Reserve for Depr 6,100 

Shipping Dept. Equipment $12,000 

Less Reserve for Depr 4,400 

Machinery and Equipment $120,000 

Less Reserve for Depr 46,000 

Buildings $80,000 

Less Reserve for Depr 16,000 

Land 

Total Fixed Assets 

Intangible Assets: 

Patents 

Deferred Charges to Expense: 

Factory Supplies 

Shipping Department Supplies 

Office Supplies 

Prepaid Insurance 

Total Deferred Charges to Expense 

Total Assets 

Liabilities 
Current Liabilities: 

Accounts Payable . 

Wages Payable. . . 

Interest Payable. . . 

Provision for Federal Income Tax 

Total Current Liabilities 

Fixed Liabilities: 

First-Mortgage 5% Bonds Payable 

Total Liabilities 

Proprietorship 

Common Stock 

Surplus 

Total Proprietorship 

Total Liabilities and Proprietorship ... 


$ 9,000 
28,160 


90,850 


$ 9,900 


74.000 

64.000 

40.000 


$3,000 

1,680 

1,000 

1,200 


$45,000 

1,630 

1,400 

4,600 


$ 100,000 

113,760 


$ 128,010 


195,500 

16,000 


6,880 

$346,390 


$ 52,630 

80,000 

$132,630 


213,760 

$346,390 


Balance Sheet of a Manufacturing Enterprise 
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The distinction between manufacturing costs and cost of goods 
manufactured is shown m the schedule on page 498 Manufacturing 
costs consist of materials used $83 650 direct labor, $75 750, and 
manufacturing expenses $60 600, a total of $220 000 Cost of goods 
manufactured takes into account the two goods m process inventories 
and amounts to $215 000 

The balance sheet of The Deane Manufacturing Company is shown 
on page 499 Three inventories instead of one are reported on this 
balance sheet the fixed assets include Machinery and Equipment, an 
intangible asset Patents appears on the report, and the deferred 
charges include Factory Supplies The liabilities include a current 
liability Wages Payable and a fixed liability First-Mortgage 5% 
Bonds Pay able 

After the financial reports have been prepared the adjusting and 
closing entries are recorded in the general journal The Adjustments 
columns of the work sheet are used as the basis for these entries 
Since all manufacturing costs are to be summarized m an account 
called Manufacturing Summary the adjustments for raw materials 
inventory and the goods in process inventory are posted to this account 
The adjustments for the finished goods inventory are posted to the 
profit and loss account 

After the adjustments have been recorded the closing entries are 
made All manufacturing items are transferred to the manufacturing 
summary account The balance of the manufacturing summary ac- 
count is then a debit that represents the cost of the goods manufac 


Manufacturing Summary 






[1949 

■ 




30 

Raw Mat Inv 10 1/48 

15 

30 000 

Sept 

30 


15 

36 8a0 

30 

Goods in Process Inven 




30 

Goods In Process Inven 




tory 10/1 /48 

15 

15 000 



tory 9/30/49 

15 

20 000 

30 

Raw Mat Purchases 

18 

90 00C 


30 


18 

2 000 

30 

Frt and Cartage in 

18 

2 jOO 


30! 




30 

Direct Labor 

18 

7o 750 






30 

Indirect Labor 

18 

7 *00 




19 

215 000 

30 

Superintendence 

18 

8 000 






30 

Maintenance and Repairs 

L8 

, 6 000 






30 

He3t Light and Power 

18 

9 00C 






30 

Property Taxes 

18 

4 000 






30 

Depreciation of Macbin 









ery and Equ pment 

18 

12 000 






30 

Depr of Buildings 

IS 

4 000 






30 

Patents Expense 

1 8 

2 000 






30 

Factory Supplies Used 

18 

5 000 






30 

Expired Insurance 

18 

1 800 






30 

Sundry Factory Expense 

18 

1 600 









273 850 





273 850 











Manufacturing Summary Account 
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tured. The balance is transferred to the profit and loss account, and 
all remaining income and expense items are closed into the same ac- 
count. The balance of the profit and loss summary account then 
represents the profit or the loss for the period, and is transferred to 
Surplus. The manufacturing summary account of The Deane Manu- 
facturing Company is shown on page 500. 

inventories OF The valuation of the inventory of raw ma- 

MANUFACTURING terials at the end of a fiscal period does not 

enterprise differ from the practice followed in trading 

concerns. Cost or market prices are available and are used. In the 
valuation of finished goods, market prices are not suitable because 
they represent selling prices. The inventory value of finished goods 
and of goods in process must be built up from raw materials by adding 
direct labor and overhead items. This computation involves the use 
of estimates based on information derived largely from the accounting 
records. 

In estimating the cost of finished goods and goods in process, it 
has become customary to consider the cost as being composed of three 
elements: raw materials, direct labor, and overhead. The raw materials 
and the direct labor are embodied in the goods being produced and 
represent direct costs. All other costs, which are not directly identi- 
fiable with goods being produced and which apply to the factory as a 
whole, are called indirect costs and are reported under the heading 
“Manufacturing Expenses” on the cost of goods manufactured sched- 
ule. Included with manufacturing expenses are the cost of indirect 
labor and that of factory supplies used. Factory supplies may be 
considered indirect materials since they represent materials used to 
facilitate production within the factory. The total of the manufactur- 
ing expenses, including indirect materials and indirect labor, compiises 
the item overhead. Factory overhead is commonly expressed as a 
percentage of the direct labor cost. By referring to the figures on the 
cost of goods manufactured schedule on page 498, the following per- 
centage of overhead to direct labor is obtained: 

<*00 goo 

Ratio of Overhead to Direct Labor Cost -'A,’,. -■ =80% 

S t o, i oU 

The valuation of the goods in process and the finished goods requires 
information regarding the cost of direct materials, the cost of direct 
labor, and the overhead rate. In estimating the value of finished 
goods at 834,000 and that of goods in process at $20,000, The Deane 
Manufacturing Company prepared the following summaries: 
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Finished Goods 


Cost per Unit 





Overhead 

Total 


Total 


Direct 

Direct 

(80% OF 

Cost 

No. 

Cost of 


Ma- 

Labor 

Direct 

PER 

OF 

Commodity 


TERIALS 


Labor) 

Unit 

Units 

Inventory 

Commodity A 

$5 50 

$2 50 

$2 00 

$10 00 

2,000 

$20,000 00 

Commodity B 

2 20 

1 00 

80 

4 00 

3,500 

14,000 00 

Total Value of Finished Goods 




$34,000 00 



Goods in Process 




Cost per Ukit 







Overhead 

Total 


Total 


Direct 

Direct 

(80% of 

Cost 

No. 

Cost of 


Ma- 

Labor 

Direct 

PER 

OF 

Commodity 


TERIALS 


Labor) 

Unit 

Units 

Inventory 

Commodity A 

$2 10 

$ 50 

$ 40 

$ 3 00 

1,000 

$ 3,000 00 

Commodity A 

5 50 

2 00 

1 eo 

9 10 

1,000 

9,100 00 

Commodity B 

1 10 

50 

40 

2 00 

2,500 

5,000 00 

Commodity B 

1 55 

75 

60 

2 90 

1,000 

2,900 00 


Total Value of Goods in Process $20,000 00 


The cost of any item in the finished goods or the goods in process 
inventory is thus seen to be made up of the three elements mentioned 
previously. For example, the cost per unit of Commodity A in the 
finished goods inventory results from the following combination: 


Direct Materials $ 5 50 

Direct Labor 2 50 

0\erhead (80% of Direct Labor) 2 00 

Total Estimated Cost Per Unit . . . $10 00 


perpetual OR book The accounting procedures described in this 
inventories chapter require the taking of physical inven- 

tories of raw materials, goods in process, and finished goods whenever 
a balance sheet and a profit and loss statement are prepared. To 
take these inventories monthly would require a great deal of time and 
labor and would interfere with manufacturing operations. As a sub- 
stitute for physical inventories, perpetual or book inventories are 
being increasingly used. 

When book inventories are kept in a manufacturing plant, accounts 
are set up with raw materials, goods in process, and finished goods; 
and entries debiting and crediting these accounts are made currently. 
For example, the raw materials account is debited for each receipt 
of raw materials and credited for each withdrawal of raw materials 
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for manufacturing. The balance of the account gives the amount of 
raw materials that should be on hand. It is therefore not necessary 
to take a physical inventory of raw materials to determine the balance 
for statement purposes. It is necessary only to check occasionally 
the balance of the account with the quantity on hand. 

When book inventories of all three manufacturing inventory items 
are kept, the system of accounting is known as cost accounting. A 
description of cost accounting as it is found in manufacturing or trading 
concerns is presented in the following two chapters. Under a cost 
accounting system, it is possible to prepare monthly balance sheets 
and profit and loss statements with accompanying schedules of cost 
of goods manufactured, without the cessation of operations that is 
necessary when physical inventories have to be taken. 


QUESTIONS 

1. List three current assets and three other assets that are commonly 
found in the records of a manufacturing business but not in those of a 
trading business. 

2. Indicate the types of manufacturing enterprises to which the follow- 
ing commodities are raw materials and those to which the same commodi- 
ties are finished goods: (The first item is given as an example.) 

Commodity Finished Goods to Raw 4 * * 7 Materials to 

flour flour-milling business bakery 

suit fabrics 

storage batteries 

lumber 

lacquer 

sugar 

leather 

Yale locks 

3. (a) Are the items designated as manufacturing expenses more closely 
related to direct materials or direct labor? (b) As a group should they be 
applied as a percentage of the direct materials cost or the direct labor cost? 

4. In a given factory the materials used amount to $160,000, of which 

$30,000 represents indirect materials. The payroll amounts to $140,000, 

of which $20,000 represents indirect labor. The other manufacturing 

expenses amount to $40,000. If overhead is applied as a percentage of 
the direct labor cost, what is the inventory value of a finished article 
haring a direct materials cost of $60 and a direct labor cost of $50? 
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5 Howard Eld®r, C P A., finds real estate — 2 lu®'* a* S25 •’■O') on the 
balance £b®®t of Ferson and Le®, Inc. The acco-nt m th® l-d-er £_ow- 
uha* th® land /a* purchased fo* 3 2 000 ten —ear" ago and wa-. held fo* 
=^x years b®'or® a budding va* e*ect®d a a co“ o' SIT.O'X) Tares and 
a-s*>snr®nta during th® ten xears amo-n^-3 to ?2 r o r *0 o' viuco amount 
$1,200 occurred pno* to the erection o' th® buUcLmr Th® estimated Lfe 
o' th® building is twenf years wi'h a ashvg® -a!..® o' SI/**) What 
co^ectirg entry or entn®s should b® nn^ 0 ’ 

6 Whi®h of the following sentences are true* Winch are fals®* 

a) The pe'centage of cap jz\ .niec^ .n fix®d £3-^ _ larg® m manniac 
tunng than it is in m®-c v 2ncLm:g 

(b) The decease m p2.en* values cV onld b® cV own n 2 -es®-ve fo* d®p*eci2 
tion account. 

(c) Copj-ights should be charged o5 e-enlv o-e- 2s vears. 

(d) Revenu® charges are deductib 1 ® from the -e-e-m® o' t_e eur-ent pe-’od 

(e) The manufacturing s^e^ale mcl des ±e fL— v ed goods inventories 

(f) Marne' pices are used fo- vaf—ng £n— i® d goods in re*" ter-' es. 

7 From the following items, se’ec* tho^ n®®d®d and conrircct a co t of 
goods manufactured schedule fo- the Blrur Man-facmnng Company for 
March. 


Raw Mate-iab Purchased $ o 000 

Dme^' Labo- CK)0 

Flms^ed Goods Invento-v March 1 oo 000 

Raw MatenaL> Invento-v March 1 lo 000 

F-e-gh' In lo f*00 

Goods in Process Ini e-to-\ March 1 20 000 

Sales Commissions *>0 000 

Manufacturing Expense 40 000 

Fin— v ed Goods Inventor March SI °0 000 

Purchases Retires 5 000 

Goods in Process Invento-v March SI 30 000 

Raw Mate-ials Invento-v, March 31 20 000 


8. The co-d of good, manufactured siednle of the Davev Manufacturing 
Company fo* the year ending on OttoS?- SI l°o0 show- raw material* 
consumed, $15 000, direct latxr, $40 000 overhead §50 000, ending goods 
in p-oees* inventory, $12 000 (*0 What is the relation between the over 
head and the direct labor* (b> If the direct labo- of the goods in 
process inventory is $4 000 what i the di-e*. ma‘enaL cor*’ 
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1. A cost of goods manufactured schedule is shown below. 

THE CAMDEN CORPORATION 
Schedule No. I — Cost of Goods Manufactured 
To Accompany Profit and Loss Statement 
For Year Ended December 31, 1950 


Goods in Process Inventory, January 1, 1950 . . $60,000 

Raw Materials: 

Inventory, January 1, 1950 $200,000 

Purchases 330,000 


Total Cost of Materials Available for Use. . . $530,000 

Less Inventory, December 31, 1950 215,000 


Cost of Materials Consumed $315,000 

Direct Labor 200,000 

Manufacturing Expenses: 

Indirect Labor $75,000 

Depreciation Expense 37,500 

Sundry Manufacturing Expense 57,350 


Total Manufacturing Expenses 169,850 


Total Manufacturing Costs 684,850 


Total Goods in Process During Period $744,850 

Less Goods in Process Inventory, December 

31,1950 44,850 


Cost of Goods Manufactured $700,000 


Instructions: (1) Prepare journal entries to summarize the raw materials 
inventory and the goods in process inventory in the manufacturing summary 
account.' 1 

(2) Prepare the journal entry to summarize the purchases, the direct labor, 
and the manufacturing expenses in the manufacturing summary account. 

(3) Prepare the journal entry to close out the manufacturing summary 
account. 

(4) Post the entries to the manufacturing summary account. 

2. The work sheet for the Miller Manufacturing Company, without the 
Adjustments columns, for the year ended December 31, 1950, is given on 
page 506. 

Instructions: (1) Based on the work sheet on page 506, prepare the follow- 
ing journal entries: 

(a) To record inventory adjustments, depreciation, patent write off, 
factory supplies used, and bond interest and discount. 
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(b) To close the manufacturing accounts into the manufacturing summary 
account. 

(c) To close the manufacturing summary account and the profit and loss 
accounts to the profit and loss summary account. 

(d) To record federal income tax liability. 

(e) To close the profit and loss summary account to Earned Surplus 
Unappropriated. 

(f) To increase the bond sinking fund reserve. 

(2) Post to the manufacturing summary and profit and loss summary 
accounts and rule the accounts. 

(3) Prepare a profit and loss statement supported by a schedule of cost of 
goods manufactured. 

3. The Grant Manufacturing Company was incorporated on December 
28, 1949, and began operations on January 2, 1950. The trial balance on 
December 31, 1950, was as follows: 


Cash 

Machinery and Equipment 
Factory Supplies 
Common Stock . . 

Sales 

Raw Materials Purchases 
Direct Labor. . . 

Indirect Labor 

Rent of Factory Building 
Sundry Factory Expense 
Selling Expense (control) 
General Expense (control) 


$ 92,000 

400.000 
12,000 

$ 400,000 
700,000 

250.000 
197,500 

28,500 

25.000 

15.000 

60.000 
20,000 


$1,100,000 $1,100,000 

Data for adjustments are: 

(1) Inventories (overhead rate is 50% of direct labor): 

(a) Finished goods: 1,800 units — material, $1.00; direct labor, $6.00. 

(b) Goods in process: 2,500 units — material, $0.80; direct labor, 
$4.80. 

(c) Raw Materials: Material X, 4.000 units at $1.00; Material Y, 
12,000 units at $0.50. 


(2) Estimated depreciation of: 

Machinery and equipment 

10% 

(3) Deferred charges to expense: 

Factory supplies inventory 

$4,000 

(4) Accrued payroll: 

Direct labor 

2,500 

Indirect labor 

1,500 


Federal income taxes are to be provided for at 40% of net income. 


Instructions: (1) Prepare a work sheet with manufacturing schedule 
columns. 

(2) Prepare a profit and loss statement with a supporting schedule of the 
cost of goods manufactured. 



CHAPTER XXVIII 

COST ACCOUNTING — JOB ORDER 


cost accounting General accounting contains references to 
ACCOUNTING L costs Foreiam P , e m the beginning chapters 

of this book accounts were assembled on the 
profit and loss statement to determine cost of goods sold In the pre- 
ceding chapter accounts were put together m a periodic schedule to 
determine cost of goods manufactured When the life of the business 
enterprise was separated into periods of a year or a month only costs 
applicable to each period were permitted on these statements 

The chief difference between general accounting and cost account- 
ing is one of emphasis In this chapter the whole emphasis will be on 
the cost of jobs being manufactured 

A job order calls for the manufacture of a specified number of units 
of finished goods A portion of the total manufacturing expenses 
must be assigned to that particular job in order to find the cost of 
the units Records are provided to show the materials and labor 
costs on each job and to apportion to each job a part of the total 
manufacturing expenses When the job is completed the total cost 
is divided bj the number of units finished in order to determine the 
cost of each unit of the finished goods This procedure demands a 
careful analysis of the cost or expense elements entering into each 
job 

The elements of cost in a completed job are shown in the follow 
mg tabulation 

Job No 147 (l ooo un its) 

Materials Used 
Labor 

Manufacturing Expense AppI ed 
Total Cost 
Cost per unit 52 i 


FLOW OF COSTS IN 
PERPETUAL INVEN- 
TORIES 


When a manufacturing plant is operated 
under a cost system asset accounts are set 
up to record three inventories Raw Materials 
Goods in Process and Finished Goods The*e accounts are debited 
currently for all additions and are credited for all subtractions Every 
508 
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expenditure connected with the operation of the factory eventually 
becomes a charge to an inventory account. As a result the three in- 
ventory accounts show not only the goods on hand at the end of the 
period, but also the volume of activity through the accounts during 
the period. 

All expenditures incident to manufacturing move through the 
goods in process inventory and into the cost of the finished °goods. 
The flow of these costs is shown below: 


Raw Materials Goods in Process Finished Goods 



All manufacturing expenditures, as w r as suggested in the last chap- 
ter, may be classed under the three heads: Raw Materials, Payroll, 
and Overhead. The first two are divided into Direct and Indirect 
Materials and Direct and Indirect Labor. Indirect materials and in- 
direct labor, illustrated by x and y above, become a part of Overhead. 
Goods in Process is made up of direct materials (a), direct labor (b), 
and overhead (c). When goods are finished, they move on to Finished 
Goods (d). 

cost accounting IN The need for estimating various costs in 
MANUFACTURING order to determine the value of goods in 
process and finished goods inventories was discussed in the previous 
chapter. Estimates were made of the materials, labor, and overhead 
charges found in the inventories at the close of the period. The calcula- 
tion of such estimates may result in many errors. The incorporation 
of the three inventory accounts into the current accounting system, 
however, provides the accuracy of double entry and tends to eliminate 
errors. 

The inventory accounts are affected not only by transactions that 
are completed between the manufacturing enterprise and other busi- 
nesses, but also by transactions that are completed between different 
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departments or units of the enterprise The effects of these internal 
transactions are reflected m the accounts just as if the transactions 
were completed with other enterprises 

The recognition of the accountability of internal transactions is 
a distinguishing characteristic of cost accounting Since the two 
bargaining parties who usually establish accountable \alues are ab 
sent, it becomes necessary to use cost as the basis of the accounting 
entry The principles and methods followed in setting up such costs 
constitute the subject matter of cost accounting in manufacturing 
A consideration of the treatment of internal transactions affecting 
each of the perpetual inventory accounts follows 


raw materials Raw materials are recorded m an asset ac- 
account count which is treated m much the same way 

as the cash account, that is it is debited for additions and credited 
for withdrawals When materials are purchased, they are charged at 
invoice price plus transportation cost to the raw materials account 
When they are withdrawn from the storeroom for use in the process 
of manufacture, their value is credited to Raw Materials and charged 
to Goods m Process or to one of the manufacturing expense accounts 
Raw materials that will become a part of finished goods are charged 
to the goods in process account, raw materials that will be used to 
assist in some process of manufacture are charged to a particular 
manufacturing expense account These charges result from internal 
transactions and necessitate the calculation of cost price as the basis 
for the accounting entries This price is ordinarily the actual price 
paid for the materials plus the transportation cost The following 
journal entry accounts for the use of materials 


Goods m Process 
Factory Overhead 
5Var» T-fctfiemVa 


1,250 

250 

l.Wfo 


Since the raw materials account represents many kinds of units 
rather than one, it is set up as a controlling account with a subsidiary 
ledger This ledger is called the stores ledger, or raw materials ledger, 
it contains an account with each kind of material in the storeroom 
Postings are made currently to the raw materials accounts in the sub 
sidiary ledger, and the balances of these accounts are compared at 
intervals with the actual amounts of the various lands of materials 
on hand This comparison and the accompanying adjustments that 
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may be necessary eliminate, in most companies, an annual shutdown 
for the purpose of taking at one time complete physical inventories. 

Entries are made in the subsidiary stores ledger from materials 
received reports and from material requisition slips by the balance of 
stores clerk. The materials received reports for the month are sum- 
marized and an entry is made debiting the controlling account Raw 
Materials. The material requisition slips are also summarized and the 
total is credited to Raw Materials. 

The raw materials control account may be compared with the 
accounts receivable control account described in Chapter VIII. Post- 
ing to the subsidiary stores ledger is similar to posting to the cus- 
tomers’ ledger, the postings being made from business papers rather 
than from journals. At the end of the month the balance of the control- 
ling account Raw Materials should agree with the sum of the balances 
in the stores ledger. 


predetermined FAC- In order that the goods in process account 
rate OVERHEAD will show all manufacturing costs, those 

costs not identifiable with particular produc- 
tion orders must be grouped and applied to Goods in Process as a per- 
centage of one or more of the known items. In the previous chapter 
the factory overhead, consisting of indirect materials, indirect labor, 
and other manufacturing expenses, was ascertained and expressed as 
a percentage of the direct labor cost. This percentage was determined 
at the end of the accounting period by summarizing all indirect manu- 
facturing expenses and expressing the total as a percentage of direct 


labor costs. In order that the cost of a job order may be known as 
soon as the job is completed, a predetermined factory overhead rate is 
used. 

This rate must be based on estimated amounts of manufacturing 
expense and direct labor for the year ahead. For example, if it is 
estimated that the total manufacturing expenses for the year will 
be $80,000 and that the total direct labor cost will be $100,000, an 
overhead rate of 80% applied to the direct labor cost of the job orders 
of the year would absorb all of the manufacturing expenses of the 


year. 

Since there is bound to be a variance between the estimated and 
the actual figures, the factory overhead account, which is debited 
for the actual figures and credited for the estimated figures, will have 
a balance. If this is a credit balance, overhead is said to be over ab- 
sorbed; if it is a debit balance, overhead is said to be underabsorbed. 
These two con<’ : ' . “ vtrated on the following page: 
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Overabsorbed 
Factory Overhead 


Ind Mat 

2 000 

Charged to 

Ind Labor 

4 000 

Goods m 

Fact Supp 
Depr on 

800 

Process 33 200 

Machy etc 12 000 


Total 

32 400. 



Overabsorbed $800 


Underabsorbed 
Factory Overhead 


Ind Mat 

2 000 

Charged to 

Ind Labor 

4 000 

Goods in 

Fact Supp 

800 

Process 32 000 

Depr on 



Machy etc 12 000^ 


Total 

32 400 



Underabsorbed $400 


The balances of the factory overhead account are earned forward 
from month to month until the end of the year If the balances fluctu 
ate from debit to credit and are relatively small amounts there is 
evidence that the predetermined rate is satisfactory If a debit bal 
ance accumulates month after month until a considerable amount is 
involved it indicates that the rate is too low If the rate is too high 
a credit balance will accumulate In either case the rate should be 
raised or lowered to prevent the accumulation of a balance 

goods in process Raw Materials is credited and Goods in 

ACCOUNT Process is debited when raw matenals are 

withdrawn from the storeroom and put into production The goods 
in process account shows on its debit side the cost of all elements 
put into manufacturing and on its credit side the cost of all elements 
leaving manufacturing as finished goods Charges for direct matenals 
and direct labor which are costs identifiable with particular jobs in 
process as well as charges for overhead are made to Goods in Process 
Since the goods m process account represents many kinds of units 
rather than one it must be a controlling account for a subsidiary 
ledger This ledger is known as the production order ledger or cost 
ledger In the cost ledger an account with each factory production 
order is established and to it are charged all materials and labor 
costs identifiable with that order To the production order account 
is also charged a portion of the unidentifiable expenses that represent 
factory overhead The accounts in the subsidiary ledger are posted 
currently Each of these accounts may be closed and removed from 
the cost ledger when the order writh which it correlates has been com 
pleted A summary of the completed production orders provides the 
information for the entry at the end of the month m which the goods 
m process account is credited and the finished goods account is debited 
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The relation of the controlling account Goods in Process to the 
cost ledger is shown in the following diagram: 


Cost Ledger 


Goons in Process 

Job No. 1 

Job No. 2 

Balance 1,500 

Materials 6,500 

Labor 5,000 

Overhead 4,000 

15,960 

Balance 1,500 
Materials 1,000 
Labor 1,200 

Overhead 960 

Materials 2,000 
Labor 1,500 

Overhead 1,200 

4,700 

Job No. 4 

(Summaries posted 
at the end of the 
month.) 

(Jobs Nos. 1, 2, 3 
completed during 
month.) 

4,660 

Job No. 3 



Materials 3,000 
Labor 2,000 

Overhead 1,600 

6,600 

Materials 500 
Labor 300 

Overhead 240 


A separate sheet for each job is provided in the cost ledger. A 
cost sheet providing for the current accumulation of cost elements 
entering into a production order, and for a summary at the time the 
production order has been completed, is shown on page 514 for Job 
No. 2, which is summarized in the preceding diagram. 

The four materials requisitions charged to this job are also posted 
to the proper raw materials accounts in the stores ledger as credits. 
This procedure was described earlier in the chapter. 

The time slips posted to the production order are summarized 
with all other time slips at the end of the month and became a credit 
to the payroll account. The payroll account is debited when the 
periodic payment of wages is made. The credit balance of the payroll 
account therefore represents the amount due workmen for sendees 
rendered. The payroll account differs from the raw materials ac- 
count in that it is charged for the costs after the labor has been received 
and charged to production. Any unpaid balance is reported as a 
current liability on the balance sheet. 

When Job No. 2 is completed, the materials costs and the labor 
costs are totaled and entered in the summary column at the right of 
the cost sheet. Overhead is added at the predetermined rate of 80% 
of the direct labor cost, and the total cost of the job is recorded. From 
this job order cost of $4,700 it is possible to obtain the unit cost of 
the Type C Containers, 94 cents each. 
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■e~ o OOP T\pe C Containers to be com pleted on Ju3i 24 1950 


p Time Time J 

*j' ec I Amount Slip Amount Slip Amount | Items I Amount 


1434 400 00 12202 I 83 60 Bt f* *d 1 loS 00 | 


oOO 00 1 204 I 

700 00 20 d I 

400 00, 210 

■ 1 211 

[2 000 OO' 213 


45 20 Materials 
0 00 Labor 
61 60 Overhead 
22 50 (80^) 

8" 30 

5o 40 1 Total Cost 


21" 40 Total 1 oOO 00 
106 30 ^ ■ 

53 20 


Fv,d 1 loS 00 


No of units 
finished 


At the time each job is completed an entn is made in a special 
journal known as a finished goods journal At the end of the account 
mg penod the total of these entries is posted to the debit of Fimshed 
Goods and the credit of Goods in Process The balance of the goods 
in process account then represents the total costs charged to uncom 
pleted orders. 

account 0 °° DS Finished Goods is debited for the co&t of all 
goods transferred from the factor} to the 
stockroom It is credited for the coat of all goods shipped When goods 
are sold, shipping orders are connnon3\ prepared, ana from the-*e 
are formulated entries debiting Cost of Sales and crediting Finished 
Goods At the same time Accounts Receivable is debited and Sales 
is credited for the Selling price Each sale thus requires two entries 
m the first the finished good* are recorded at the cost price, m the 
second, at the selling price 
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Like the two previous inventory accounts, the finished goods ac- 
count is a controlling account. The subsidiary ledger that it controls 
is known as the stock ledger or finished goods ledger. In the stock 
ledger an account is kept with each kind of manufactured commodity. 
On the debit side of each account in the stock ledger there are columns 
for the number of units of the commodity manufactured, the cost of 
a unit, and the cost of the completed order. On the credit side there 
are columns for the number of units shipped, the cost of a unit, and 
the total cost of the units shipped. 


Finished Goods 


(a) 


10,000 J (b) 


6,050 


(Summary of jobs 
completed, posted 
at end of month.) 


(Summary of ship- 
ping orders, posted 
at end of month.) 


STOCK LEDGER 
Commodity A 


Job 

Number of 

Cost 

Cost 

Shipping 

Number 

Cost 

Cost 

Order 

Units 

per 

of Job 

Order 

of Units 

per 

of 

Number 

Manufactured 

Unit 

Order 

Number 

Shipped 

Unit 

Shipment 

515 


$5 



a 

$5 

$3,000 


Commodity B 


Job 

Number of 

Cost 

Cost 

Shipping 

Number 

Cost 

Cost 

Order 

Units 

per 

of Job 

Order 

of Units 

per 

of 

Number 

Manufactured 

Unit 

Order 

Number 

Shipped 

Unit 

Shipment 

9 . 19 . 


$12 

RH 

329 


$12 

$ 600 

648 

HU' 

11 

H 

! 463 


12 

11 






481 


11 

550 


Commodity C 


Job 

Order 

Number 

Number of 
Units 

Manufactured 

Cost 

per 

Unit 

Cost 
of Job 
Order 

Shipping 

Order 

Number 

Number 
of Units 
Siiipped 

Cost 

per 

Unit 

Cost 

of 

Shipment 

sss 

160 

$10 

$1,600 

479 

20 

$10 

$200 
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Often the debit side of a stock ledger account will show that the 
same commoditj was produced on several occasions at different costs 
In this case the unit cost that is listed first on the debit side is applied 
to the first shipment of the commoditv When the number of units 
shipped exceeds the number manufactured at the first unit co t the 
second unit cost i» u ed until that lot of the commodit\ has been 
exhausted This pricing procedure is perhaps the one most widelj 
used in crediting accounts m the stock ledger it is known as the 
first in first-out method The same method is also used in crediting 
accounts in the raw matenal ledger The application of this method 
in connection with fini hed goods is illustrated bv Commoditv B in 
the diagram on page olo Thi d <.g< am shows the relation of the con 
trolling account Finished Goods to the stock ledger 

the factory In some cases it is convenient to have all 

ledger accounts \v th facton inventories and fac 

ton operations set up in a ledger or ledgers entirelv separate from 
the general ledger Tins is parti cularh true vs hen the factor} is located 
at some di tance from the ma n off ce The details of facton opera 
tions are of interest pnnc pa to facton executiv es and need to be 
easih avalatle 

An a c unt called Fart rj Ltdqer is set up in the general ledger 
and all transactions having to do 1 h the factorv are summarized in 
it Pure ha es of ra v irate’ial pa -roll payments current facton 
e\pen e and month! charges h as depre ration insurance and 
taxes on the facton are reco ded as del it to this account The corre 
sponding credits are made to \ ouchers Pavable Reserve for Deprecia 
tion Prepaid Insurance and Taxes Pav able Goods shipped from the 
factor} on orders from the main office are recorded at cost as credits 
to this a count and debits to Cost of Sales The debit balance of the 
facton ledger account represents the net investment in factor} m 
ventones 

Illustrative entries in both the general books and the factory 
books are as follows 

General Factopy 

(a) For a purchase of raw materials 

Factor} Ledger 51 000 II Raw Materials ol 000 

\ ouchets Pa} 51 000 || General Ledger 51000 

(b) For payroll payments 

Factor} Ledger 59 oOO II Payroll 59 500 

Vouchers Pay o9 500 || General Ledger 


59 500 
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General Factory 

(c) For current factory expenses 

Factory Ledger 12,000 Factory Overhead 12,000 

Vouchers Pay. . 12,000 General Ledger 12,000 

(d) For monthly charges 

Factory Ledger . 30,000 Depreciation 30,000 

Res. for Depr. on General Ledger 30,000 

Plant 30,000 

(e) For goods shipped from the factory 

Cost of Sales . . 124,000 General Ledger 124,000 

Factory Ledger . . 124,000 Finished Goods 124,000 

The reciprocal nature of the entries is illustrated in each of the 
above entries. Whenever Factory Ledger is debited on the general 
books, General Ledger is credited on the factory books, and vice 
versa. All factory transactions are recorded in a single account in 
the general ledger. 

The use of reciprocal accounts was illustrated in Chapter XXVI 
on branch accounting. Separate accounts were set up at each branch ; 
and an account entitled Home Office Ledger was included, showing 
the equity of the main office in the branch. In this chapter the factory 
bears a similar relation to the main office; and again reciprocal ac- 
counts, General Ledger and Factory Ledger, are used. 


ILLUSTRATION OF 
COST ACCOUNTING 


To illustrate the procedures already de- 
scribed, the following facts may be assumed: 


The Logan Manufacturing Co. operates a factory located apart from 
its general and sales offices. In the general ledger a single account 
called Factory Ledger controls all the activities of the factory. The 
trial balance of the factory ledger, as of September 30, 1949, was as 


follows: 


THE LOGAN MANUFACTURING CO. 

Trial Balance of Factory Ledger, September 30, 1949 


Raw Materials 

Goods in Process (Job No. 1001) 

Fin. Gds. (Commodity X: 2,000 units @ $10) 

Payroll 

Overhead 

General Ledger 



45,000(1 45,000 
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The following is a summary of the data for October that affected 
accounts in the factory ledger 

a Raw materials purchased by the general office for the factory $31 000 
b Factory pay checks received from the general office $59 500 
c Expenses entered in the voucher register that were chargeable to the 
factory $12 000 

d Monthly fixed charges applicable to the factory $16 000 
e Requisitioned materials chargeable to orders $30 000 requisitioned 
materials chargeable as indirect materials $3 000 
f Factory labor $60 000 — chargeable to orders $50 000 to indirect 
labor $4 000 to superintendence $6 000 
g Factory overhead apportioned to jobs at the predetermined rate 
$40 000 

h Completed jobs $110 000 

i Shipping orders received from the general office $106 000 


These data were recorded m the factory journal by means of the 
following entries The explanations of these entries give complete 
details 


(a) 

Raw Materials 
General Ledger 

To charge the raw materials account with the ma 
tenals purchased by the general office during 
October (Invoice pnce $28 000 freight cost 
$3 000 ) 

(b) 

Payroll 

General Ledger 

To charge the factory payroll account with the 
payroll checks received from the general office 


31 000 

31000 


59 500 

59 500 


(c) 

Overhead 12 000 

General Ledger 12 000 

To credit the general office for the following ex 
pense items entered in its \ oucher register 

Heat Light and Power 4 000 

Maintenance and Repairs 3 000 

Sundry Factory Expense 5 000 


(d) 


Overhead 

General Ledger 

To credit the general office for the following 
monthly fixed charges applicable to the factory 


Taxes 3 000 

Depr of Machinery & Equip 8 000 

Depreciation of Building 4 000 

Insurance 1 000 


16 000 

16 000 
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(e) 

Goods in Process (see detail below) 

Overhead . 

Raw Materials 

To charge the goods in process account with the 
total cost of raw materials requisitioned for use on 
particular jobs, and the overhead account for 
the cost of raw materials requisitioned for general 
use in the factory. The cost ledger shows direct 
materials charged to the following jobs: 

No. 1001 $ 6,000 

No. 1002 13,000 

No. 1003 11,000 $30,000 


30,000 

3,000 


(f) 

Goods in Process (see detail below) 

Overhead . . . 

Payroll. 

To charge the goods in process account for the 
direct labor cost, and the proper manufacturing 
expense account for the indirect labor cost. The 
cost ledger shows direct labor charged to: 

No. 1001 $30,000 

No. 1002 15,000 

No. 1003 5,000 $50,000 


50.000 

10.000 


(g) 

Goods in Process (see detail below) 40,000 

Overhead 

To charge factory overhead to the goods in process 
account at the predetermined rate (80% of the 
direct labor cost). The cost ledger shows overhead 
charged to the following jobs: 

No. 1001 (80% ol ? 30,000 ) $ 24,000 

No. 1002 (80% of $15,000) 12,000 

No. 1003 (80% of $5,000) 4,000 


$40,000 


(h) 

Finished Goods (see detail below) 110,000 

Goods in Process . 

To credit the goods in process account with the 
cost of all goods finished and placed in the stock- 
room. The stock ledger shows that the following 
jobs were completed and received into stock dur- 
ing the month: 

No. 1001 Commodity Y — 

10.000 units at $7 $ 70,000 

No. 1002 Commodify Z — 

5.000 units at $8 40,000 


33,000 


60,000 


40,000 


110,000 


$110,000 
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(0 

General Ledger 106,000 

Finished Goods 106,000 

To charge the general office for the cost of all 
finished goods shipped The stock ledger shows 
that the following goods were shipped during the 
month - 

Commodity X — 1,000 units at $10 $ 10,000 

Commodity Y — 8,000 units at $ 7 56,000 

Commodity Z — 5,000 units at $ 8 40,000 

$106,000 

The posting of items to accounts in the factory ledger and to ac- 
counts in the subsidiary cost and stock ledgers is indicated by a check 
mark (\/) in the folio column It should be noted that an item posted 
to a controlling account is supported by detail items posted to ac- 
counts in the subsidiary ledger This parallel posting is similar to 
that explained for accounts receivable and accounts payable. 

After the journal entries were posted to the accounts in the factory 
ledger, a trial balance was taken This trial balance, as of October 
31, 1949, was as follows. 


THE LOGAN MANUFACTURING CO. 
Trial Balance of Factory Ledger 
October 31, 1949 




Raw Materials 

Goods in Process 

Finished Goods 

Payroll 


13.000 

20.000 
24,000 

2,100 



Overhead 

General Ledger 


600 

55,500 

_ 

_ 



57,600 

57,600 


In the trial balance of the general ledger the factory ledger ac- 
count had a debit balance of $55,500, which corresponded with the 
credit balance of the general ledger account in the factory ledger. 
When the balance sheet and the profit and loss statement were pre- 
pared in the general office, the items on the two trial balances were 
combined, the balances of the two rec procal accounts being omitted. 
In other words, the statements contained the details shown in the 
factory ledger accounts. 

The flow of costs through factory ledger accounts, based on the 
foregoing transactions, is illustrated by the chart on page 521. 





„„ of Costs Through Factory Lodger Accounts, Showing Subsidiary Cos. Ledger end Stock Ledger 



522 ACCOUNTING PRINCIPLES fCh. 28 

The chart <=hows the directness with which the two elements raw 
materials and direct labor enter into the cost of goods in process 
it also indicates the indirect wav in which the element factors over 
head becomes a part of the cost of goods in process Raw materials 
amounting to $30 000 and direct labor amounting to $50 000 have 
been charged directh to Goods in Process The detail of each of 
these charges is shown m the cost ledger controlled by the goods in 
process account The number of jobs ordinarily controlled by the 
goods in process account is however manv times the number used 
here 

Overhead has been charged to Goods in Process at 80 per cent of 
the total direct labor cost and to each job account in the subsidiary 
ledger at the same percentage of the direct labor cost of that job 
The total charge to Goods, in Process for o\ erhead is $1 000 less than 
the actual overhead hence for October there was underabsorbed 
overhead of $1 000 In September the same rate had been used but 
the charge to Goods in Process more than equaled the actual over 
head hence there was overabso’-bed overhead of $400 The debit 
balance of the factorv overhead account at the end of October was 
therefore $600 The estimated rate while not entirelv accurate was 
sufficiently so for the purpose of finding the cost of separate jobs and 
also the value of the two inventories of goods in process and finished 
goods- All manufacturing expenses except the small balance m the 
factorv overhead account have passed through the goods in process 
account. A balance m the factory overhead account is m reality a 
deferred charge or a deferred credit to the manufacturing activities 
of succeeding periods and is earned forward from month to month 
Am balance at the end of the v ear is merged with cost of sales on the 
profit and loss statement. 

The entries recording the internal transactions in the accounts 
as shown on the chart and m the three subsidiarv ledgers provide a 
complete record of manufacturing costs Bv means of successive 
debit and credit entnes costs have progressed from the raw matenals 
stage to the finished goods state The cost of goods manufactured 
appears as a credit to Goods in Process and a debit to Finished Goods 
The cost of goods shipped appears as a credit to Finished Goods and 
a debit to General Ledger 

When goods are shipped to customers two entnes are required 
in the general ledger (a) one crediting the factory at cost for the 
goods shipped and (b) another charging the customers at selling pnee 
for the goods shipped To illustrate In the case of The Logan Manu 
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facturing Co., the selling price of the goods shipped to customers on 
orders from the general office was $130,000. The following entries 
were made in the journal of the general office. 

(a) 

Cost of Sales 106,000 

Factory Ledger 106,000 

To credit the factory for the cost of goods 
shipped to customers. 


(b) 

Accounts Receivable 130,000 

Sales 130,000 

To record the selling price of goods shipped 
to customers from the factory. 

It will be noted that the entry charging Cost of Sales and crediting 
Factory Ledger is the reciprocal of the last entry recorded in the factory 
ledger. The cost of sales was determined directly, that is, without 
taking physical inventories. 

The accounting result of recording the internal transactions 
having to do with manufacturing is to show directly the cost of goods 
sold, adjusted by the amount of overabsorbed or underabsorbed over- 
head, and to leave in the raw materials, goods in process, and finished 
goods accounts the amounts of the inventories at the end of the ac- 
counting period. Physical inventories serve only to check the accuracy 
of the balances in the raw materials, goods in process, and finished 
goods accounts. This condition is to be contrasted with that in general 
accounting, where the amount of the inventory is unknown imtil a 
physical count is made. There is, in general accounting, no book 
record that can be used in checking the accuracy of the physical 
inventory. 

The use of perpetual inventory accounts for raw materials, goods 
in process, and finished goods distinguishes cost accounting from 
general accounting. The accounts with raw materials, goods in proc- 
ess, and finished goods, and the accounts in the subsidiary ledgers 
that are controlled by these three accounts, proride information that 
proves extremely helpful in controlling the activities of an industrial 
enterprise. 

The termination of the flow of costs in a single account entitled 
Cost of Sales facilitates the preparation of a profit and loss statement 
at frequent intervals, perhaps each month. The simplicity of such 
a statement is apparent from the illustration on page 524. 
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THE LOGAN MANUFACTURING CO 
Profit and Loss Statement 
for Month Ended October 31 1949 


Sales (net) 


130 000 

Cost of Sales 


106 000 

Gross Profit on Sales 


24 000 

Le«s Selling and General Expenses 


20 000 

Net Profit from Operations 


4 000 


The statement can be prepared by direct reference to the sales, 
the cost of sales, and the expense accounts It is not necessary to 
take physical inventories or to compute the cost of goods sold The 
profit and loss statement can thus be prepared accurately, rapidly, 
and with a minimum of computation and detail 

When the accounts are closed at the end of the year, the difference 
between actual overhead and the estimated overhead (the balance of 
the factory overhead account) is closed into the cost of sales account 
This practice avoids showing underabsorbed or overabsorbed over- 
head on the annual balance sheet 


QUESTIONS 

1 How does the cost section of an accounting department identify raw 
materials costs and labor costs with a particular order 7 

2 The Kellogg Mfg Co purchases 1,000 units of A at $1 and later 
purchases 500 units at $1 20 When the balance on hand is 700 units, a 
materials requisition is made out for 400 units chargeable to Job Order 
No 57 What amount is charged to Goods in Process for materials 7 

3 Is the posting to the cost ledger made from the anab sis of the payroll 
and the summary of the material requisition slips, or directly from the 
time tickets and the requisition slips 7 Why 7 

4 The goods in process account has a debit balance of $2,732 The 
accounts with the two jobs that are uncompleted have charges of $344 and 
$552 for materials and charges of $436 and $584 for direct labor What is 
the rate of overhead 7 

5 (a) State the types of information that are shown on a cost sheet, 
(b) Explain how this information is obtained 
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6. Name three controlling accounts found in cost accounting and the 
subsidiary ledgers controlled by each. Give the sources of posting for 
each of these accounts and its subsidiary ledger. 

7. Of the three new subsidiary ledgers, which is the most significant 
from the point of view of cost accounting? Explain. 

8. “The finished goods journal records the transactions completed 
between the factory and the stockroom.” (a) What kinds of transactions 
may occur within an enterprise? (b) How is the “price” in such transac- 
tions established? 

9. The factory ledger of T. L. Nelson contains the following account: 


Goods in Process 


Materials 

l 

12,000 

Finished Goods 33,000 

Labor 

15,000 


Overhead 

10,000 



If the materials charged to the uncompleted job amount to $1,500, what 
are the labor and overhead charges? 

10. (a) Explain the use of the cost ledger, (b) How are indirect costs 
shown in the cost ledger? (c) How is this ledger related to manufacturing 
operations? 


PROBLEMS 

1. The transactions completed by the Ellis Manufacturing Company 
during the month of June are summarized below: 


(a) Raw materials purchased $110,000 

(b) Materials requisitioned for production orders 74,000 

(c) Materials requisitioned for general factory use . . 14,000 

(d) Labor on production orders - • • 80,000 

(e) Indirect labor • • 28,000 

(f) Repairs and maintenance • • • 27,000 

(g) Building rental 9,000 

(h) Products finished and transferred to stock 180,000 

(i) Goods sold on account — cost 110,000 

(j) Vouchers payable for payroll 104,000 


Instructions: (1) Set up “T” accounts for the factory ledger in such a 
manner that the flow of costs will be shown, and record directly in these 
accounts the data given above. The factory overhead rate is 100% of the 
direct labor cost. 

(2) Take a trial balance of the factory ledger as of June 30. 
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2 On June 1 of the current year the following balances appeared in the 
accounts in the Oliver Manufacturing Company’s factory ledger and 
subsidiary ledgers 

Raw Materials $ 6,000 

Goods in Process — Job No 601 3,000 

Finished Goods — Commodity N 1 000 units 10,000 

Factory Payroll (credit balance) 1,000 

Factory Overhead (credit balance) 500 

General Ledger 17,500 

Raw materials of $12,000 were purchased during June Raw materials 
were requisitioned from the stores clerk as follows 

Job No 601 $ 2,000 

Job No 602 4,000 

For general factory use 1,500 

Time tickets for the month were chargeable as follows 
Job No 601 — direct labor $ 6,000 

Job No 602 — direct labor 5,000 

Indirect labor 1,600 


Factory pay checks were received from the general office, $10,000 
Various factory maintenance charges for heat light, power, etc , were also 
paid by the general office, $1,400 Depreciation, taxes, and other fixed 
charges totaling $1,700 were charged by the general office to factory 
operations A 50% overhead rate was applied to direct labor cost 

All job orders were completed during the month Job Order No 601 
produced 1,000 units of Commodity O, Job Order No 602 produced 
1,000 units of Commodity P 

Shipments dunng the month were made as follows 
850 units of Commodity N 
500 units of Commodity O 
400 units of Commodity P 

Instructions (1) Prepare T accounts for the factory ledger and the 
subsidiary ledgers Record directly in these accounts the balances as of June I 
and the transactions completed during the month 

(2) Take a trial balance 

(3) Prove the subsidiary ledgers with the control accounts in the factory 
ledger 

(4) Using a selling pnee of $30,200 for goods shipped dunng the month 
and selling and general expenses of $8,100, construct a profit and loss state- 
ment for June like the one on page 524 of the text 
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3. The Mercury Manufacturing Corporation prepared financial state- 
ments at the end of each month but closed its accounts on December 31 
On November 30, 1950, the accounts in the general ledger and in the 
factory ledger showed the following balances: 


General Ledger 


Cash 

$ 29,000 

Factory Ledger 

17,000 

Common Stock 

$ 25,000 

Surplus 

15,000 

Sales 

88,000 

Cost of Goods Sold 

71,000 

Operating Expenses 

11,000 



Factory Ledger 

$128,000 $12S,000 

Raw Materials 


$ 6,000 

Goods in Process 


4,500 

Finished Goods 


6,200 

Factory Overhead 


800 

Factory Payroll 


$ 500 

General Ledger 


17,000 

$ 17,500 $ 17,500 


Operations for the month of December were as follows: 


(a) All sales were for cash: 

Selling price $ 12,000 

Cost of goods sold 8,000 

(b) Cash disbursements: 

Factory payroll 7,000 

Factory overhead expenses 2,500 

Operating expenses 1,000 


Total $ 10,500 


(c) Withdrawals of raw materials: 

Chargeable to jobs ? 4,000 

(d) Factory labor: 

Chargeable to jobs 6,000 

Chargeable to factory overhead 1 ,000 

(o) Cost of goods completed 12,000 


(f) Overhead rate applied to jobs, 70 % of direct labor cost. 

Instructions: (1) Set up accounts for a general ledger and a factory ledger, 
recording the balances as of December 1, 1050. Make provision for a profit 
and loss summary account to follow the surplus account. 

(2) Record the transactions and the adjusting data directly in the ac- 
counts (no journal entries required). Compare account) balances to the trial 
balances on the following pnge: 
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Trial Balances December 31 1950 


General Ledger 


Factory Ledger 

Cash 

30 500 


Raw Materials 

2 000 

Factory Ledger 

18 500 


Goods in Process 

6 700 

Common Stock 


25 000 

Finished Goods 

10 200 

Surplus 


15 000 

Factory Overhead 

1 000 

Sales 


100 000 

Factory Payroll 

1 400 

Cost of Goods Sold 

79 000 


General Ledger 

18 500 

Operating Expenses 

12 000 





140 000 140 000 


19 900 19 900 


(3) Prepare a profit and loss statement and a balance sheet for the year 
ended December 31 1950 Underabsorbed overhead is to be added to Co3t 
of Goods Sold 

(4) Record closing entries directly in the accounts (no journal entries 
required) In the factory ledger close underabsorbed overhead to the general 
ledger account In the general ledger charge Cost of Goods Sold with the 
underabsorbed overhead Balance and rule the accounts Compare account 
balances to the following trial balances 


Post Closing Trial Balances December 31 1950 


General Ledger 

Factory Ledger 

Cash 

30 500 

Raw Materials 

2 000 

Factory Ledger 

17 500 

Goods in Process 

6 700 

Common Stock 

25 000 

Finished Goods 

10 200 

Surplus 

23 000 

Factory Payroll 

1 400 



General Ledger 

17 500 


48 000 48 000 


18 900 18 900 





CHAPTER XXIX 


PROCESS COSTS IN MANUFACTURING 
AND SELLING 


PROCESS COST In the preceding chapter, where the job order 

J cost system was described, manufacturing 

cost elements were identified with the product directly. Material, 
labor, and overhead were applied directly to the units comprising the 
job order. In this chapter the same cost elements will be identified 
first with a manufacturing or selling process and only secondarily with 
the product or the service. This indirect method of finding the cost 
of products and services is known as process cost accounting. 

In many industries it is not possible to identify the raw materials 
with specific job orders as they are converted into finished goods. 
In the manufacture of ink, paint, soap, paper, and other similar prod- 
ucts, the raw materials processed form a homogeneous mass, which 
cannot be broken up into job orders. When an enterprise renders a 
service, the elements of cost entering into the service are alike appli- 
cable to the whole volume of service rendered. In such cases the cost 
elements must first be identified with processes and then with the 
product of those processes. For example, the cost of a gallon of paint 
is the cost of the process divided by the number of gallons turned out 
by the process. 

The items charged to the process account are similar to the items 
charged to the goods in process account under the job order system. 
They include the elements of cost: materials, labor, and overhead. A 
process account is illustrated below: 


Pkocess A 


Materials 

Labor 

4,000 

3,000 

Units completed — 10,000 . 

9,000 

Overhead 

2,000 

Cost per unit $9,000 

— 90d 



9,000 

10,000 

9,000 




The finished goods of Process A may become the raw materials of 
Process B. 

As manufacturing becomes more and more standardized and the 
units of output, day after day, tend to be alike, the significance of job 
order costs disappears and greater utility is found in knowing the costs 
of processes from day to day. Such processes characterize not only 
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manufacturing operations but selling operations as well Retailing 
and wholesaling consist of a senes of processes which taken together 
produce sales The cost of almost any activity may be divided by the 
units of output and a process cost per unit maj be obtained Process 
cost accounting is therefore more universally applicable than job 
order cost accounting It is the purpose of this chapter to describe 
process cost accounting m manufactunng and in other business fields 
as well 


job order and In job order cost accounting the three ele- 

WCTmQOBHED ments of cost matenals labor and over 

head — are charged directly to job orders 
All production consists of job orders and all costs ultimately are 
identified with some job As illustrated above in process cost account 
ing the elements of cost are charged to processes and the cost of goods 
produced in a given period is obtained by dividing the cost of the 
process by the number of units produced Since all goods produced by 
a process are like units it is no longer useful to classify production 
into job orders Process costs give average costs 

If there were but one process in a factor} the cost accounting 
would be very simple The manufactunng cost elements would be 
charged to the single process account and the process unit cost would 
be determined by dividing the total by the number of units produced 
In the process account illustrated on page 529 the cost of the process 
$9 000 is divided by the output 10 000 units to obtain a cost per 
unit of 90 cents 


Ordmanly there are several processes m a factory It therefore 
becomes necessary to account for each process separately just as it 
was necessary in the preceding chapter to account for each job order 
separately If there were as many processes as there were job orders 
it would be advisable to set up a separate process ledger similar to 
the cost ledger But since the number of processes is more limited 
process cost accounts commonly appear m the factory ledger and there 
is no subsidiary process ledger 


Process costs result m averaging the costs of given operations as 
they apply to goods manufactured Job order costs differentiate the 
costs applicable to goods manufactured Job order systems involve 
more detail and give more specific information than process systems 
Since process costs provide only one cost figure for each cost penod 
they require much less detailed work 

In a factory where a number of processes exist it is customary to 
have additional departments that do not process the raw matenals 
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directly but assist the processing departments. For example, if proc- 
essing uses power machinery, the power to run the machinery may be 
furnished by a power department. If the product involves chemical 
engineering, the formulas used may be controlled by a chemical 
engineering department. Such departments are known as service 
departments. 


service departments Where service departments exist, the factory 

AND PROCESS COSTS • 

is considered not as a unit but as a collection 

of departments. The service departments facilitate the processing 
departments in producing finished goods. They include such depart- 
ments as the factory office, the building department, the power plant, 
and the repair shop. 

The existence of the departments in a factory gives rise to addi- 
tional internal transactions. The services rendered by a service depart- 
ment result in internal transactions between that department and the 
processes that receive the benefit of the services. In these internal 
transactions, as in those discussed in the previous chapter, the basis 
of the amount involved in the transaction is the cost of the sendee 
rendered. For example, if the total charges to the power department 
for the period of a month are $3,000 and this department provides 
power service to two processes, the debits to the two processes will be 
based on the $3,000, the cost of the sendee rendered. If this depart- 
ment rendered 150,000 kilowatt-hours of sendee, then the charge 
would be made at the rate of two cents a kilowatt-hour. If Process 
A used 100,000 lew. hours and Process B used 50,000 kw. hours, the 
service department account and its charges to A and B would be as 
follows: 

Power Department 


Fuel 1,000 

Wages GOO 

Depreciation 400 

Maintenance 400 

Taxes 400 

Insurance 200 


1,000 { To Process A 
GOO ! To Process B . 


Process A 


Process B 


Power 2,000 


Power. .. 1,000 
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In a departmentalized factor} the service department costs are 
charged periodically to the process accounts The period usually 
chosen is a month At the end of the month the process accounts will 
include the total manufacturing expenses for the month Each account 
vail have been charged on some reasonable basis for all its costs both 
direct and indirect The account for Process B is shown below 

Process B 

10 000 units at 40(5 from Proc 10 000 units at $1 to Process 

ess A 4 000 C 10 000 

Labor 1 200 

Overhead 2 300 

Service Dept 1 1 500 

Service Dept 2 

(Power) 1 000 6 000 

10 000 10 000 

On the left hand side of this account are shown all the elements 
entering into Process B including the material cost (the amount 
transferred from Process A) the labor the overhead and the service 
department costs chargeable to Process B The total cost of processing 
m Process B consists of 


Labor $1 200 

Overhead 2 300 

Service Dept 1 1 500 

Service Dept 2 1 000 

Total process ng cost $6 000 


This amount $6 000 is called the processing cost Since 10 000 
units have been processed the cost of a completed unit is $1 of which 
amount 40 cents represents the material cost and 60 cents the processing 
cost This cost of $1 per unit the finished goods cost in Process B 
becomes the material cost in Process C 

joint products The result of a process maj be two or more 
products instead of one as assumed in pre 
vious illustrations In such a case it becomes necessary to apportion 
among the resulting products the processing costs of the period To 
accomplish this apportionment some basis must be chosen Two 
factors that commonlj enter into this basis are (a) weight and (b) 
market price For example meats are bought bj packers on the hoof 
at a price per pound The finished goods the various cuts of meat 
sold by the packers have widely diversified prices It is assumed that 
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these prices are merged in the price paid “on the hoof.” Based on such 
assumption, the products resulting from the process share in the total 
processing costs according to weight and price combined. The output 
in quantity of pounds is weighted by the market price of the finished 
goods. 

To illustrate, assume that Process A results in two products, X 
and Y. There are 4,000 units of X and 1,000 units of Y. The market 
price per unit of X is one half that of Y. If the total cost of the process 
was $1,200, the amounts assignable to X and Y would be determined 
as follows: 

JOINT PRODUCT COST ALLOCATION 


Actual Weighted 

Units Units 

Product X 4,000 X34= 2,000 

Product Y 1.000 X 1 = 1,000 

Total 5,000 3,000 

Cost per weighted unit = $1,200 -r 3,000, or 40 cents 
Total cost for X, 2,000 X $-40 = $ 800 

Total cost for Y, 1,000 X .40 = 400 

Total cost = $1,200 


The unit cost of Product X would be obtained by dividing $800 
by 4,000 units, or 20 cents per unit; and of product Y by dividing 
$400 by 1,000 units, or 40 cents per unit. 

B Y-PRODUCTS If 0 ne of the products resulting from a process 

has little value in relation to the other prod- 
uct, it is known as a by-product. In this case, it is assumed that the 
cost of processing belongs to the main product. Whatever return 
there may be from the sale of the by-product is a deduction from the 
total cost of the main product. The amount credited to the process 
account for the by-product should be the net return from its sale. 

For example, if Process D resulted in two products, X and M, and 
the net return from M was only $50, that amount could be credited 
to the cost of producing Product X. The account for Process D is 
shown below. 


Process D 


Raw Materials 

600 

Net Return from Product M . 

50 

Labor 

100 

Cost of Product X 

1,150 

Overhead 

300 



Service Department 

200 




1,200 


1,200 
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In the production of flour, there are produced in the milling process 
various kinds of feed These are considered by products, since they 
have such a small market value in comparison with the main product, 
flour 

The output of a given process might include two or more main 
products m addition to the by products In this case the division of 
the remaining balance among the mam products is accomplished in 
the same nay as described above under ‘Joint Products ” 


illustration of The features of process cost accounting de- 
scribed and explained individually on the 
previous pages are now combined in a single 
illustration This illustration includes the relation of service depart- 
ment accounts to process accounts and the determination of unit 
process costs The accounts affected are arranged in a “flow chart’ 
illustration similar to that used in Chapter XXVIII This illustration 
is found on page 537 and shows the movement of costs from left to 
nght 

The AB Processing Company produces two commodities, A and 
B When raw materials pass through Process 1, Products A and M 
result, when Product M is further processed m Process 2, Product B 
results Product M represents an intermediate state in the production 
of Product B 

In addition to the two processing departments, there are three 
service departments in the factory These are utilized as follows by 
the processing departments 

Process 1 Process 2 


Service Dept X 75% 25% 

Service Dept Y 40% 60% 

Service Dept Z 50%, 50% 


The trial balance of the factory ledger as of March 31, 1949, is as 
follows 


AB PROCESSING COMPANY 

Y'Ti’iX'L Y»XUCftt.’E UF Y XCTUKT 'LeI>GEK 

March 31 1949 




Raw Materials (500 units at $2 80) 

Product A (250 units at $2) 

Product B (100 units at $10) 

Supplies 

Payroll 

General Ledger 

1 400 
500 
1,000 
200 

4o0 
2 650 




3 100 

3100 
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The following is a summary of the operations during April: 

a. Raw materials purchased by the general office for the factory: 1,700 
units at $3, $5,100. 

b. Raw materials requisitioned for use in Process 1: 2,000 units. 

c. Supplies purchased by the general office for the factory: $600. 

d. Factory charges for labor: $5,900. 

Process 1, $2,900 Service Dept. X, $400 

Process 2, 1,600 Service Dept. Y, 700 

Service Dept. Z, 300 

e. Depreciation, taxes, and repairs charged to the factory by the general 
office, $3,500, were apportioned as follows: 

Process 1, $ 980 Service Dept. X, $950 

Process 2, 470 Service Dept. Y, 300 

Service Dept. Z, 800 

f. Supplies requisitioned for use in the factory, $400, were distributed 
as follows : 


Process 1, $ 170 Service Dept. X, $ 50 

Process 2, 80 Service Dept. Z, 100 

g. Factory pay checks received from the general office: $5,800. 

h. Service department overhead accounts were distributed to the process 
accounts on the basis of utilization by the processing departments. 

i. The 2,000 units of raw material placed in Process 1 were completed, 
producing 500 units of Product A (a by-product) and 1,500 units of 
Product M, which entered Process 2. 

j. Product M, after going through Process 2, became 1,500 units of Prod- 
uct B. 

k. The general office was charged with the goods shipped during the period: 

Product A, 500 units (by-product) 

Product B, 900 units 


The journal entries to record this information were as follows: 

(a) 

Raw Materials • 5,100 

General Ledger 5,100 

To charge the raw materials account with the ma- 
terials purchased by the general office during April 
(1,700 units at $3). 

(b) 

Process 1 5,900 

Raw Materials 5,900 

To charge Process 1 with 2,000 units of raw ma- 
terials put into production. 

500 units at $2. 80 $1,400 

1,500 units at $3 . 00 4,500 


$5,900 
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Supplies 

600 

600 

General Ledger 

To record the supplies purchased for the factory 
by the general office 

(d) 


Process 1 

2,900 


Process 2 

1,600 


Service Dept X 

400 


Service Dept Y 

700 


Service Dept Z 

300 


Payroll 

To charge the two processes and the three service 
departments for labor costs 

(e) 


5,900 

Process 1 

980 


Process 2 

470 


Service Dept X 

950 


Service Dept Y 

300 


Service Dept Z 

800 


General Ledger 

To charge the two processes and the three service 
departments with depreciation, taxes, and repairs 

(0 


3,500 

Process 1 

170 


Process 2 

80 


Service Dept X 

50 


Service Dept Z 

100 


Supplies 

To record the supplies requisitioned for use in the 
factory during April 

(e) 


400 

Payroll 

5 800 


General Ledger 

To credit the general office for pay checks received 

(h) 


5 800 

Process 1 

2,050 


Process 2 

1,550 


Service Dept X 

1,400 

Service Dept Y 


1,000 

Service Dept Z 

To distribute the balances of the service depart- 
ment accounts to the process accounts on the basis 
of utilization by the processing departments 

Process 1 Process 2 

Service Dept X 1 050 350 

Service Dept Y 400 600 

Service Dept Z 600 600 

2,050 1,550 


1,200 



Reciprocal Account Primary Accounts Service Departments Processing Perpetual Inventory 

Departments of Finished Goods 
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Flow of Costs Through Factory Ledger Accounts, Showing Determination of Unit Process Costs 
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(I) 

Product A 
Process 1 

To credit Process 1 at net market % alue of $2 a 
unit for 500 units of Bj -product A. 


1,000 


1,000 


(1) 

Process 2 
Process 1 

To transfer to Process 2 the 1,500 units of Product 
M at the net cost after deducting bj -product 
credit- 

0) 

Product B 
Process 2 

To record the cost of 1,500 units of Product B 
completed in Process 2 

(k) 

General Ledger 
Product A 
Product B 

To record the cost of goods shipped to the main 
office during April as follows 
Product A 

500 units at $2 $1,000 

Product B 

100 units at $10 $1,000 

800 units at $9 80 7,840 8,840 


11,000 

11,000 


14,700 


9,840 


14,700 


1,000 

8,840 


A trial balance of the factory ledger accounts, shown in the flow 
chart on page 537, is as follows 


AB PROCESSING COMPANY 
Trial Balance of Factory Ledger 


April 30. 1949 


Raw Materials (200 at $3) 


| 600 


Product A (250 at $2) 


500 


Product B (700 at $9 80) 


6,860 


Supplies 


| 400 


Payroll 



550 

General Ledger 



7,810 



8,360! 

8,360 


INVENTORIES of In the preceding illustration it was assumed 

r«FD^ATER?ALS tbat the goods were completely processed at 
* the end of the accounting period. In such 

cases the determination of unit costs is a simple problem in division 
Frequently, however, materials in process do east at the end of the 
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period, and not all of the charges to the process account should be in- 
cluded in the cost of the finished units. A portion of the charges to the 
process belongs to the partly processed materials. 

When a portion of the materials is only partially processed at the 
end of a cost period, it is necessary to divide the total processing costs 
between the finished goods and those partially finished. This involves 
calculation of (a) the number of equivalent units processed and (b) 
the cost of processing an equivalent unit in that month. To illustrate 
the calculation of equivalent units processed, assume a beginning 
inventory of 1,500 units processed, the addition of 8,500 units 
during the month, and at the end of the month 7,000 units completed 
and 3,000 ]/% processed. 

To complete the processing of the beginning inventory of 1,500 
units would require 1,000 equivalent units; of the 8,500 new units of 
raw materials added this month, 5,500 were completely processed, 
requiring 5,500 equivalent units, and 3,000 were processed, requiring 
1,500 equivalent units. This is tabulated below: 

Beginning Inventory . . 1,500 units X % = 1,000 

New Raw Materials. . . 5,500 units XI = 5,500 

New Raw Materials. . . 3,000 units X Vi = 1,500 

10,000 units 8,000 equivalent units 

If the labor, overhead, and applied service department expenses 
totaled $4,800, the processing cost per equivalent unit would be 60 
cents. It should be noted that processing cost, as used here, does not 
include materials; it includes those cost items applied to materials. 
If we assume that the beginning inventory of 1,500 units }4 processed 
cost $975 and that the new materials added during the month cost 
$3,400, the process accoimt would be as follows: 

Process 


Inventory 1,500 at .65 975 Completed 7,000 consisting of 

Materials 8,500 at .40 3,400 1,500 at [.65 + (^X.60)] 1,575 

Labor 2,000 5,500 at (.40 +.60] 5,500 

Overhead 1,600 

Service A 400 7,000 total cost. . . <,0<o 

Sendee B . 800 4,800 Inventory 3,000 completed 

3,000 at [.40 + O+X.60)] 2,100 


9,175 

The process account shown above is for one cost period. The 
beginning inventory contains material costs and equivalent unit 
processing costs " ’ ° '~" <v rious period. Since these units are finished 
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first they will contain processing costs made up M at the previous 
penods rate and 2 i at the current rate The ending mv entory will 
contain processing costs y 2 at this period s rate and y 2 at the rate of 
the next period 

The preceding illustration shows the emphasis that is placed on 
each accounting penods processing The processing costs for this 
penod are kept distinct from the processing costs of the preceding 
penod The matenals costs of the new penod are also kept separate 
The production of each penod is treated m the accounts as if it were 
processed separately 

The usual cost penod is one month in length but it is possible to 
have shorter penods as a week a dav or even an hour The length 
of the penod depends upon the situation in each processing department 

PROCESS cost At the beginning of the chapter it was stated 

KLLIMG* T * NG IN that retailing and wholesaling consist of a 

senes of processes that taken together produce 
sales These processes of distnbution are sometimes called junctions of 
distribution One writer on the subject includes two functions or 
processes (1) demand creation and (2) phy sical supply still another 
four processes (1) advertising (2) selling (3) dehvenng and (4) 
collecting Whatever the analysis each process or function involves 
expense items the sum of which gives the cost of that function 

Assume for purpose of illustration that selling consists of two proc 
e^ses (a) advertising and (b) personal selling If m a given period the 
advertising costs are $200 000 and the personal selling costs are $1 300 000 
for 100 000 units the analysis of selling processes may be expressed 
as follows 

Advertising $ 200 000 - 100 000 - $ 2 per unit 

Personal selling 1 300 000 - 100 000 - 13 per unit 

Total $1 500 000 - 100 000 - $16 per unit 

If the advertising is tripled with a resulting decrease in personal 
selling of $300 000 and an m crease in units sold of 60 per cent an 
analysis of unit selling process costs would show 

Advertisng $ 600 000 160 000 $ 3 76 per unit 

Personal selling 1 000 000 160 000 = 6 25 per unit 

Total $1 600 000 160 000 - $10 00 per unit 

It is important for the management of any mercantile business to 
know what proportions of the various functions produce the sale of a 
unit of a product at the least cost 
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The services rendered by mercantile stores may well be accounted 
for separately. A knowledge of these costs from period to period will 
assist management in meeting its many and varied problems. For 
example, delivery service, if rendered, may be purchased from parcel 
delivery companies or provided by the store's own trucks. A knowledge 
of relative costs will assist in the determination of the better policy. 
While cost is not the only factor in such a choice, it is nevertheless an 
important factor and should not be omitted. 

It has been said that it costs more to sell the world’s goods than to 
produce them. Efforts are constantly being made to reduce the price 
margin between the producer and the consumer. If services are made 
available to the consumer that he does not need or wish, the margin 
may be narrowed by the elimination of such service costs. Thus, 
today, the margin on foodstuffs has been reduced through the elimina- 
tion of delivery and credit costs and the use of self-service. Careful 
studies of the costs of mercantile processes should point the way toward 
a more efficient system of distribution. 


PROCESS COST 
ACCOUNTING IN 
OTHER FIELDS 


Other fields of business have use for knowl- 
edge of process costs. In railroad transporta- 
tion, it is common practice to calculate, for 


freight services, the cost per ton-mile; for passenger service, the cost 


per passenger-mile. In motor truck operation, calculations are made 
periodically to determine the cost per mile and the cost per ton-mile. 
In banks, costs are assembled and unit cost prices are determined in 
order to learn the relative profitableness of various depositors' accounts. 
Outside the field of business, increasing use is being made of the 


principles of process costs. In educational institutions the cost per 
student and the cost per student-hour are found from period to period. 
In hospitals the cost per patient and the cost per patient-day have 
administrative uses. In all types of institutions cost studies are helpful 


to those responsible for the institutional policies. 

The costs of services rendered by government are also receiving 
consideration. Much of the effort of experts in municipal accounting 
is pointed toward the discovery of various municipal costs. For 
example, taxpayers are interested in knowing how the cost of fire 
protection or the cost of police protection in their cities compares 
with similar costs in other cities. 


process costs and Some cost is attached to every business 
business operations 0 p era tion. To know the amount of this cost 

is to increase the intelligence applied to business activities. 
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Cost accounting goes beyond the first, or original, expense The 
cost of coal itself may not be so important as the cost of heating or 
the cost of horse power The fact that delivery expenses in general 
have decreased from $3,000 to $2 500 may not be so significant as the 
fact that the cost per ton mile has increased from 10 cents to 12 cents 
It is not the original outlay that is so important but rather the use 
made of that original outlay Such use is expressed in the costs obtained 
by cost accounting 

QUESTIONS 

1 Is it possible to have any income-producing activity in a business 
enterprise without costs being involved 7 What are the costs (a) of granting 
credit 7 (b) of creating a demand for merchandise to be sold 7 (c) of obtain- 
ing the best services from employees 7 

2 (a) Does a business manager make any expenditures or incur any 
obligations without the belief that income will be affected favorably by 
his doing so 7 (b) Are all such transactions traceable to income 7 

3 Would you recommend a job order or a process cost system for (a) 
a print shop 7 (b) a flour mill 7 (c) an oil refinery 7 (d) an iron foundry 7 

4 Process H produces two products How should the processing cost 
be allocated (a) if the products have different market values 7 (b) if one 
of the products has salvage value only 7 

5 On March 1 Process 2 has a balance of $2 400 (a) What elements of 
cost are included in this balance 7 (b) Will an increase in raw material 
prices affect the unit cost of the completed product derived from this 
balance 7 Explain 

6 A large department store, occupying four floors and the basement of 
a building, distributes its housing expenses on the basis of the floor space 
each occupies Can you suggest a more equitable basis for distribution 7 

7 Distinguish between (a) a physical inventory and a perpetual mven 
tory, C&I direct fa 6 or ana! indirect labor, (c) a job order cost system ana’ a 
process cost system, (d) service department and process department 

8 If the rate of output remains the same, which will be more costly 
a $2 an hour operator with a $50 machine or a $1 an hour operator with a 
$5,000 machine 7 Explain 

9 In a certain factory the cost of 100,000 units is $5 a unit, of 80,000 
units, $6 a unit, of 60,000 units, $7 a unit, of 50,000 units, $7 50 a unit 
Assume that the estimated sales volume for the year 1949 is 50,000 units 
A large corporation offers $4 a unit for 50,000 units to be delivered in 
1949 Would you advise the acceptance of this offer 7 Why 7 
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10. The charges to Process B during March were: raw materials, $1,250; 
labor, $600; overhead, $500. Three products resulted: By-product X, 
1,000 units selling at 25 cents a unit; Product A, selling at $1.25 a unit; 
and Product B, selling at 75 cents a unit. During the month 600 units of 
A and 400 units of B were produced. Set up the process account showing 
total costs of A and B. 

11. Complete the following process account: 


Process A 


1,500 units % completed. . 

. 1,200 

4,000 units completed 

Materials 3,000 at .50 

. . 1,500 

500 units % completed . 

Labor 

900 


Overhead 

. . 1,350 



Determine the cost of completed units and partially completed units. 


PROBLEMS 

1. The Nite-Day Plumbers sell a large line of household appliances. They 
also service and repair household equipment. These products and services 
are classified as three income-producing units: Stoves, Refrigerators, 
Washers, etc , Department; Repair Shop; Small Appliances Department. 
The manager wishes to know costs per dollar-ineome of operating the three 
units. Operating expenses that can be directly identified with one of the 
income-producing units are charged to that unit. Other expenses are 
charged to Buildings and Grounds Expense and to General Expense; 
they are then redistributed. 



Stoves, 

Refrig., 

Washers, 

etc., 

Dept. 

Repair 

Shop 

Small 

Appli- 

ances 

Dept. 

Bldgs. 

and 

Grounds 

General 

Buildings, cost 

Equipment, cost 

1,200 

2,000 

1,600 

$20,000 

$400 

Annual expenses: 

Salaries 

6,800 

1,700 

1,240 


1,000 

Insurance and taxes. . 

40 

110 

50 

100 

24 

Maintenance 

Parts used 

Advertising 

Utilities and supplies. 


900 


610 

600 

256 

Depreciation: 

Buildings 

Equipment 

10% 

10% 

10% 


10% 

Distribution of: 

Electricity, $450 

1/5 

1/5 

1/3 

1/5 

2/5 

General Expense 

1/3 

1/3 
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Instructions' (1) Prepare “T” accounts for the three income-producing 
units and the two expense accounts shown above Record the foregoing data 
Redistribute the buildings and grounds expense and the general expense to 
the income producing units The general expense is divided equally, the 
buildings and grounds expense, in proportion to the annual sales The annual 
sales for the three income-producing departments are Stoves, Refrigerators, 
Washers, etc Department, $30 000, Repair Shop, $12,000, Small Appliances 
Department, $6 000 

(2) Compute operating cost per dollar-income for each of the three units 
2 The Sinclair Sales Company maintains its records so that cost analyses 
can be made of its three selling functions, which are then expressed as 
coats per unit sold Costs not directly allocable to the three functions 
are charged to two service departments, which are utilized by the three 
functions as follows 

Sermce Dept A Service Dept B 
Function 1 60% 50% 

Function 2 10% 25% 

Function 3 30% 25% 

During the year the following transactions applicable to these three 


functions and the two service departments were 

(a) Salaries 

Function 1 $11,000 Service Dept A $ 8,800 

Function 2 49 800 Service Dept B 10,200 

Function 3 6,800 

(b) Supplies used 

Function 1 $ 1,000 Service Dept A $ 1,800 

Function 2 2,500 Service Dept B 1,100 

Function 3 1,300 

(c) Depreciation 

Function 3 $ 2,000 Service Dept A $ 9,200 

Service Dept B 1,500 

(d) Taxes 

Function 3 $ 200 Service Dept A $ 1,000 

Service Dept B 150 

(e) Insurance expired 

Function 2 $ 700 Service Dept A $ 1,600 

Function 3 550 Service Dept B 1,050 

(I) Repairs 

Function 3 $ 150 Service Dept A $ 1,200 

Service Dept B 800 


(g) Heat, light, and power bills are chargeable to Service Dept A, $6,400 

(h) Miscellaneous general expenses are chargeable to Service Dept B, 
$5,200 

(1) Function 2 should be charged with traveling expenses of $9,000 
Instructions (1) Post the foregoing information to the required function 

and service department accounts 

(2) Post the proper distribution of service department costs to the three 
functions; close the service department accounts 

(3) Compute unit costs for each of the three functions, assuming the sale 
of 100,000 units 
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3. The trial balance of the factory ledger of the Household Preparations, 
Inc., was as follows on May 31, 1950: 


Raw Material — 3,000 lbs. $ 9,000 

Preparation 25 — 600 lbs. (finished product) . 7,800 
Preparation 27 — 200 lbs. (finished product) . . 4,500 

Factory Supplies ... 220 

Payroll $ 430 

General Ledger 21,090 


.$21,520 $21,520 


No preparations were in process on May 31. Preparation 25 is the prod- 
uct of refining raw material in Processes A and B. Preparation 27 is pro- 
duced when Preparation 25 is further refined in Process C. The company 
has a selling market for both preparations. 

The products are subject to considerable weight loss in all three 
processes; costs are therefore determined by dividing the accumulated 
costs by the number of pounds produced in each process. 

The operations for June were: 

(a) Transactions with the general office: 

Purchased 4,000 lbs. of raw material at $3.50 per pound, $14,000. 
Purchased factory supplies, $1,030. 

Factory payroll, $14,680. 

Expenses charged to the factory, $1,700, apportioned as follows: 
Service Department, $950. 

General Factory Expense, $750. 

(b) Supplies used: Service Department, $450; General Factory Expenses, 
$350. 

(c) Payroll of $14,600, chargeable to Process A, $2,200; Process B, $5,500; 
Process C, $4,000; Service Department, $1,600; General Factory 
Expense, $1,300. 

(d) Service Department distributed to Process A, 50%; Process B, 30%; 
Process C, 20% 

(e) General factory expenses are distributed equally to the three processes. 

(f) Placed 2,500 lbs. of raw material into Process A where a loss of 500 
lbs. took place. 

(g) The 2,000 lbs. produced in Process A were placed into Process B, from 
which 1,600 lbs. of Preparation 25 were produced and placed in stock. 

(h) Placed into Process C the 600 lbs. of Preparation 25 on hand June 1 
and 400 lbs. of the current month’s production, from which 900 lbs. 
of Preparation 27 were produced. 

(i) Finished products shipped to customers: 

Preparation 25 — 1,000 lbs. (current month’s production). 
Preparation 27 — 600 lbs. (first-in, first-out). 

Instructions: (1) Open accounts for Raw Material, Process A, Process B, 
Process C, Preparation 25, Preparation 27, Factory Supplies, Payroll, Service 
Department, General Factory Expense, and General Ledger. 



CHAPTER XXX 

BUDGETS 


ACCOUNTING FOR 
ESTIMATED FUTURE 
TRANSACTIONS 


In previous chapters the accountant has been 
considered a historian who deals with the 
effects of past transactions. He has been 


primarily concerned with the recording and summarizing of actual 
happenings. His accounting has had nothing to do with the plans of 


management until those plans were crystallized into actual business 


transactions. 


Business transactions are normally planned by the executives of 
an enterprise. Before any sales are made, the sales manager estimates 
their volume. Before any goods are produced, the factory manager 
schedules their production. Before any funds are raised by bank loan 
or bond issue, the method of the raising exists in the mind of the 
treasurer. These estimated future transactions, planned by manage- 
ment, precede the actual transactions that are recorded in the account- 
ing system. 

It is advisable to measure in accounting terms the financial effect 
of these plans of management. Because of his experience in measuring 
the financial effect of actual transactions, the accountant is best 
qualified to deal with these estimated future transactions. He assembles 
these plans for future transactions into an estimated profit and loss 
statement and an estimated balance sheet. He reports the effect of 
the co-ordinated plans before any action takes place. This preliminary 
report puts the plans down in black and white for permanent reference' 

This dealing with estimated future transactions is called bxidgeting. 
If the plans deal with all the transactions of the ensuing period, they 
are known as a master budget. If they deal only with transactions 
affecting cash, they are called a cash budget. If they involve only 
income and expense transactions, they are called an operaliug budget. 
The master budget, which includes all of the data found in the cash 
budget and the operating budget, will form the principal subject 
matter of this chapter. 


THE budget period j n accounting projected into the future, as 

well as in accounting dealing noth the past, 
a fiscal period must be set up. The period to be covered by planning 
ordinarily equals the period covered by reports of the past. Hence it 
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happens that the most commonly used budget period is the year Just 
as the accounting year is broken down into quarters or months, so is 
the budget year divided into shorter intervals The annual budget 
with a “breakdown” into months is the type of budget commonly 
found The planning of the next year s operations is the prevailing 
budget procedure 

In some planning the budget penod is longer than a year If the 
plans involve the purchase of fixed assets that will last several years, 
and a corresponding permanent increase in output, the budget penod 
for such plans must necessanly be longer Public utilities, such as the 
telephone company, budget five or ten years ahead Automobile 
companies budget a year at a time because of yearly models offered 
consumers 


planning and doing Jn the development of scientific business 
management management the separation of planning and 

doing has been a marked feature Complete 
plans are drawn up before actual operations are begun The proposed 
course of action is first put down on paper and approved by all of the 
executives concerned 


This planning inevitably involves future transactions The sales 
manager plans to increase sales To provide the goods to be sold, the 
factory superintendent plans to expand the plant and to increase 
employment The financial officer plans to extend additional credit 
and to seek new sources of capital All of these plans anticipate the 
actual transactions of the new period 

If these planned transactions are organized in accounts and set up 
in a balance sheet and a profit and loss statement, a more complete 
picture is afforded of the combined effect of the plans on the business 
The cost of expanded operations may be so large that net profit is 
reduced In such a case contraction rather than expansion may be 
more desirable The net effect of all the proposed activities should be 
carefully considered by the management before such plans are put into 
action 


In budgeting, planned transactions are accounted for by journal 
entries or by entries made directly in "T” accounts For example, if 
new machinery costing $100,000 must be purchased to provide for a 
proposed expansion in sales, it may be necessary to issue bonds in 
order to provide the funds Assuming the issue of $100,000 of 6% 
bonds in this case the effect of the proposed transactions is illustrated 
below in “T” accounts 
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Cash Interest Pay able 

(a) 100,000 | (b) 100,000 (d) 6/100 

Bonds Payable 


Profit and L oss Summary 

(c) Depr. on 
Machinery 10,000 

(d) Interest on 
Bonds 6,000 

The estimated transactions (a) to (d) show above illustrate the 
effect of this proposal on assets, liabilities, and expenses. When 
applied to the beginning account balances, these transactions, com- 
bined noth all of the other planned transactions, will provide an 
estimated balance sheet at the end of the year and an estimated profit 
and loss statement for the year. The portrayal of budgeted transactions 
on accounting statements is an important part of the budget program. 

If the resulting statements appear favorable and desirable, the 
planned operations should be distributed among the months of the 
new year. Actual transactions month by month should be compared 
with the estimated transactions. This comparison of real transactions 
with estimated transactions period by period is one of the valuable 
features of budgeting. 

ESSENTIALS OF The procedure by which budgetaiy control 

BUDGETARY control obtained must, of necessity, vary from 
business to business. Rarely can any two enterprises follow exactly 
the same procedure. In all cases, however, the essential featuies of 
budgetary control include (1) departmental estimates, (2) co-oi dina- 
tion of estimates, and (3) budget reports. 

1. Departmental Estimates. Each department should prepare an 
estimate of its activities for the budget period. The method of stating 
these activities depends on the nature of the operations of the depart- 
ment. The sales department should usually show its estimated sales 
in both volume and value, and it should also show its estimates of 
the cost of making these sales. The production department shou 
state the volume of production that it plans for the period and the 
amount of materials, labor, and manufacturing expenses that, it 
estimates will be necessary to carry out this program. . The purchasing 
department, the office manager’s department, and similar departmen 
should indicate their estimated expenditures for the period. Finally, 


(a) 100,000 


Machinery 



Reserve for Depr. on Machinery 
^ 10,000 
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the financial department, using all the other estimates as k basis, 
should estimate the cash receipts and the cash disbursements for the 
period 

Accurate estimates of future operations are admittedly difficult to 
prepare Nevertheless plans must be made for the future, and the 
more difficult it is to plan, the more urgent it is that plans be made 
Even though the departmental estimates are not entirely accurate, 
they are better than no estimates at all There must be some chart for 
the future even if it is in rough outline 

2 Co-ordination of Estimates Because of the interdependence of 
business departments, some departments will need the estimates of 
other departments in making their own estimates The sales, pro- 
duction, and finance departments must work on the same fundamental 
plan They must agree on the quantity and kinds of goods to be 
produced and sold 

The budget committee, consisting of the departmental heads, con- 
siders the proposed budget and makes such revisions as it thinks 
advisable The members are given an opportunity to defend their 
original estimates Finally the completed budget as revised is ap- 
proved by the committee 

3 Budget Reports Periodic reports comparing the estimated and 
the actual performance for the period should be made These periodic 
reports are usually for one month’s operations In order to make 
possible the monthly reports, the budgeted annual figures should be 
set up by months These monthly budgeted figures may then be 
compared with the actual figures as shown m the illustration on the 
opposite page 

budgetary control All business firms practice budgetary control 
NOT A NEW JDEA to a greater or less degree, although many of 
them do not realize the fact When rates of depreciation are established 
on fixed assets, a "budget on the life of these assets is made, when 
standard dividend rates are approved by the board of directors, a 
budget on the earning capacity of the orgamzation is established, when 
the salanes of employees are agreed upon, a budget on the earning 
capacity of the employees is made All these budgets are changed from 
time to time as experience shows the need for correction in the original 
estimates 

It may be found that the assets are depreciating more rapidly 
than was originally estimated; that the earning capacity of the business 
is greater or less than was originally believed, that the employees are 
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HARRISON TRADING COMPANY 

Budget Report 


For the Month Ended March 31, 1950 




Actual 

This 

Month 

1 Budget 
This 

1 Month 

1 Increase 

! OR 

Decrease* 

Income from Sales 

35,000 


5,000 

Cost of Goods Sold: 

Mdse. Inventory, Mar. 1, 1950 
Purchases 

40.000 

25.000 

1 

I 

1 ■ 

■ Eflj 

Mdse. Available for Sale . . . 
Less Mdse. Inv., Mar. 31, 1950 

65.000 

45.000 


1 

1 

Cost of Goods Sold .... 

20,000 

16,000 

4,000 

Gross Profit on Sales 

15,000 

14,000 

1,000 

Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising 

Depr. of Store Equipment 
Store Supplies Used . . 

Misc. Selling Expenses 

2,100 

1,000 

500 

800 

1,200 

■ 

I 

mmm 

Total Selling Expenses . . 

5,600 

5,100 

500 

General Expenses: 

Office Salaries 

Rent 

Depr. of Office Equipment 
Loss from Bad Debts . . 

Misc. General Expenses 

1,200 

1,500 

400 

500 

1,400 

1,200 

1,500 

400 

500 

1,200 

200 

Total General Expenses . . . 

5,000 

4,800 

200 

Total Operating Expenses . . 

10,600 

9,900 

700 

Net Profit from Operations . . 

4,400 

4,100 

300 

Other Income: 

Purchases Discount 

600 

700 

100* 

Other Expenses: 

Sales Discount 

Interest Expense 

■ 

■ ■ 


Total Other Expenses 

900 

900 


Net Deduction 

300 

200 


Net Profit for March 

4,100 

3,900 

200 
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more or less efficient than was originally supposed In the same 
manner estimates of sales, production finances, and expense should 
be made in the light of the best information available, and these 
estimates should be changed whenever more complete or more accurate 
information so dictates 

procedure for The master budget is usually the product of 

master budget the budget committee It co ordinates the 
departmental budgets and organizes them into a single budget for the 
business as a w hole In the master budget are found all of the estimated 
transactions for the coming jear "When these transactions are ac- 
counted for, the estimated financial position at the end of the coming 
year, together with the estimated financial progress during the jear, 
will be available It is the lunction of the accountant to express the 
effect of the budgeted transactions in these two reports 

In the construction of these reports the profit and loss statement 
and the balance sheet of the past >ear are used The amounts of 
proposed activities are expressed as fractional parts or percentages of 
the amounts for the year just past Because of his knowledge of these 
past statements and his ability to account for transactions, the ac- 
countant is peculiarly fitted to sene the budget committee in the 
preparation of the accounting statements in the master budget 

The estimated sales for the new jear is the logical beginning point 
and perhaps the most significant figure m the budget plans aside from 
net profit If the business outlook is unfavorable, the sales manager 
may estimate a 25 per cent decline in sales unless prices are lowered, 
he may, however, believe that with a decrease of about 10% m the 
selling price, he can sell as many units as in the previous jear If sales 
consist of two or more types each type must be calculated separately 
Assume that sales in 1949 consisted of 10 000 units of A at $30 and 
20 000 units of B at $15 with total sales of $600 000 If prices are 
maintained but the number of units sold declines 25 per cent, the 
estimated sales will be $450 000/ If however, A units are reduced in 
pnce to $27 50 and B units to $12 50, and if the -volume of units sold is 
maintained, the estimated sales will be $525 000 

At the budget meeting it will be necessary to determine whether 
it is better to maintain prices but to lose in number of units sold and 
sales in dollars ($450,000), or to lower prices but to maintain unit 
sales and thus have a better showing m total sales ($525,000) As 
explained in previous chapters, certain expenses are fixed and wnll not 
go down ev en though the number of units sold declines Other expenses 
are variable and move up and down with the quantity sold By listing 
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the operating expenses under each plan, it is possible to determine 
which plan will produce the greater net profit. 

If, in place of contraction, the outlook promises increased volume 
and the sales manager estimates an increase of 25 per cent at the 
existing prices, the effect of such increase in output on production 
policies and costs must be considered. The increased volume in sales 
may make advisable the installation of new machinery that would 
reduce -labor costs. The payment for the new machinery may require 
that additional stock be sold or that bonds be issued. It may require 
expansion of sales force and increased advertising appropriation. 


accounting FOR THE The balances, as indicated by the last balance 
Master budget plans gjj ee ^ s bould be set up in “T” accounts. The 

transactions incident to the proposed budget are then entered in these 
accounts. Since the master budget ordinarily includes the ending 
inventories, the estimated depreciation, and loss from bad debts, the 
trial balance prepared from the “T” accounts is an adjusted trial 
balance. It therefore prorides, without need for adjustment, the 
amounts for the two estimated statements. 


It may seem odd to prepare in January a profit and loss statement 
for the year ending in the following December and a balance sheet for 
a date almost a year hence. But to do this sets up a pattern with 
which actual transactions may be compared. It also co-ordinates in 
the financial statements the proposed actions for the coming year. 

In order to carry out the comparison month by month, it is neces- 
sary, as stated before, to break dowm the annual budget into twelve 
monthly budgets. This breakdowm makes possible monthly compari- 
sons similar to that illustrated on page 551. 


illustration OF The profit and loss statement for the year 
ACCOUNTING FOR A en ded December 31, 1949, and the balance 
ster bud sheet as of December 31, 1949, for the Borden 

Mercantile Company are given on pages 554 and 555. In addition, 
there are given the budgeted transactions for the year 1950, as planned 
at the final meeting of the budget committee. The accountant is 
asked to show' the effect of the budgeted transactions on the financial 
position of the company, together with a budget of operations. The 
“T ’’accounts on pages 556 and 557 record the budgeted transactions 
and show what the results, as budgeted, would be. In order to save 
space, all budgeted profit and loss statement items are entered directly 
in the profit and loss summary account. 
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Profit and loss statement for the preceding year: 


BORDEN MERCANTILE COMPANY 
Profit and Loss Statement 
Fob Year Ended December 31, 1949 


Sales 

Cost of Goods Sold 

Merchandise Inventory, Jan 1, 
Purchases 

1949 

85,000 

247,000 

350,000 

Merchandise A\ailable for Sale 
Merchandise In\ entory, Dec 31 

, 1949 

332,000 

87,000 


Cost of Goods Sold 



245,000 

Gross Profit on Sales 

Operating Expenses 

Selling Expense 

Sales Salanes 

Ad\ertising 

Depreciation of Equipment 

30,000 

4.000 

5.000 


105,000 

Total Selling Expenses 
General Expenses 

Officers Salanes 

Office Salanes 

Depreciation of Buildings 
Loss from Bad Debts 

Misc General Expense 

15,000 

15,000 

5,000 

1,750 

5,000 

39,000 


Total General Expenses 


41,750 


Total Operating Expenses 



80,750 

Net Profit from Operations 

Other Income 

Purchases Discount 

Other Expense 

Interest Expense 


4,940 

3,000 

24,250 

Net Addition 


| 

1,940 

Total Net Profit before Provision for Federal 
Income Tax 

Less Provision for Federal Income Tax 


26,190 

10,476 

Net Profit after Provision for Federal In- 
come Tax 


15,714 
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Balance sheet at the end of the preceding year: 


BORDEN MERCANTILE COMPANY 
Balance Sheet 
December 31, 1949 



Accounts Receivable 

Less Reserve for Bad Debts . 

. . 45,000 ! 

. . 2,200 i 

1 42,800 

Merchandise Inventory 

1 

! 

| 87,000 

Total Current Assets 

Fixed Assets: 

Equipment 

Less Reserve for Depr 

1 

1 

1 

. 50,000 

. 25,000 

| 

I 

25,000 

Buildings 

Less Reserve for Depr 

. 100,000 
. 25,000 

75,000 


Land 

Total Fixed Assets . 
Total Assets 


30,000 


Liabilities 
Current Liabilities: 

Accounts Payable 62,000 

Federal Income Tax Payable. . . . 10,476 


Total Current Liabilities. 


72,476 


Fixed Liabilities: 

Mortgage Payable 

Total Liabilities 

Proprietorship 

Common Stock 

Surplus 

Total Proprietorship 

Total Liabilities and Proprietorship. . . . 


50,000 


120,000 

40,324 


152,800 


130,000 

282,800 


122,476 


160,324 

282,800 

i 
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Summary of estimated, transactions for the budget year: 

(a) It is estimated that sales will increase, but that this increase can be 
accomplished without any change m the value of the inventory 

(b) Sales, all of which will be made on account, will increase 40% m 
volume with a 6% reduction lr price 

(c) Purchases, all of which wall be made on account, wall increase 40% 
in \oIume with a 10% decrease in unit prices 

(d) Sales salaries must be increased 30% to take care of the increased 
sates 

(e) The amount to be spent for ad\ertismg wall be $4,800 

(f) To provide for increased sales, a $40,000 addition to the building 
must be made New equipment costing $10,000 wall be needed 
These improvements are expected to be completed by April 1, 1950 

(g) Federal income tax payable of $10,476 wall be paid 

(h) Depreciation of equipment, 10% 5 early 

(1) The officers’ salaries wall be raised $2,500 

(j) Office salaries are estimated to be $16,500 

(k) Depreciation of building, 5% yearly 

(l) Loss from bad debts, H% of sales 

(m) Miscellaneous General Expense estimated same as for 1949 

(n) Purchases discount, 2% of purchases (to the nearest dollar) 

(o) Interest on mortgage, 6% 

(p) In order to pay for the addition to the building and the new equip- 
ment, the company will issue 500 ten year, 5% bonds, $100 par, at 
the beginning of the year 

(q) Collections on account will have been made so that the balance of 
the accounts receivable account will be $48,000 

(r) Payments on account will have been made so that the balance of the 
accounts payable account v ill be $32,700 

(s) Provision for Federal income tax, 40% of net profit for 1950 (to the 
nearest dollar) The balance of the profit and lo^s summary account 
is closed into Surplus 

Estimated accounts for the budget year 


Cash 


Balance 

23,000 

(d) 

39,000 

Balance 45,000 . 

(q) 457,600 

(P) 

50,000 

(e) 

4,800 

(b) 460,600 


(q) 

457,600 

(f) 

50,000 





(g) 

10,476 





(1) 

17,500 





0) 

16,500 













Reserve for Bad debts 



(p) 

2^500 


Balance 2,200 



(r) 

334,296 


(1> 2,303 
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Merchandise Inventory Accounts Payable 


Balance 

87,000 


(n) 

6,224 

Balance 

62,000 




(r) 

334,296 

(c) 

311,220 


Equipment 





Balance 

50,000 


Federal Income Tax Payable 

(0 

10,000 


(g) 

10,476 

Balance 

10,476 






(s) 

21,100 

Reserve for Depr. of Equipment 







Balance 25,000 







(h) 5,750 


Mortgage Payable 







Balance 

50,000 


Buildings 





Balance 

100,000 



Bonds Payable 


(0 

40,000 




(P) 

50,000 

Reserve 

for Depr. of Buildings 


Common Stock 




Balance 25,000 



Balance 

120,000 



(k) 6,500 









Surplus 



Land 



Balance 

40,324 

Balance 

30,000 




(s) 

31,651 



Profit and Loss Summary 




( c ) 

Purchases 

311,220 

(b) Sales 

. . 460,600 

(d) 

Sales Salaries 

39,000 

(n) Purchases Discount. . 

6,224 

(e) 

Advertising 

4,800 



(h) 

Depr. of Equipment . . . 

5,750 



(i) 

Officers’ Salaries 

17,500 



(i) 

Office Salaries 

16,500 



(k) 

Depr. of Buildings 

6,500 



(1) 

Loss from Bad Debts . . . 

2,303 



(m) 

Misc. General Expense. 

5,000 



(o) 

Mortgage Interest 

3,000 



(P) 

Bond Interest 

2,500 



(b) 

Fed. Income Tax Pay. . . 

21,100 



(s) 

To Surplus 

31,651 





466,824 


466,824 


The accountant must use his best judgment in determining just 
what the budgeted plans actually mean. Literal interpretations have 
been given to the preceding statements of estimated transactions. The 
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purchases discounts are set up at 2% of Purchases rather than 2% 
of the total debits to Accounts Payable The amount of goods pur- 
chased is taken as 40% above the purchases for 1949 rather than 40% 
above cost of sales for 1949 The amounts used for depreciation 
include nine months depreciation on the new assets put into use on 
Apnl 1 1950 

From the “T” accounts are prepared the estimated profit and loss 
statement and the estimated balance sheet for 1950 shown on pages 
559 and 560 These statements show the financial effect of the budgeted 
transactions They indicate the goal that will be reached if every 
member in the organization measures up to the plans laid down m the 
budget 

advantages of The preparation of the budget, the presen- 
budgetary control 0 f the periodic comparisons, and the 

use of these accounting data by executives and their assistants provide 
a more effective working organization If budgets are to be prepared 
intelligently, all those who are responsible for the preparation of 
budgets must think through their problems thoroughly Executives 
are given a chance to discuss with their assistants all the details of 
plans for the coming year Disagreements among members of the 
executive group are less likely to anse when budgeted plans have been 
agreed upon The comparative reports presented by the accounting 
department provide a satisfactory control over the operations 

importance of Since organizations that do not earn profits 

ORGANIZATIONS NOT are Int erested primarily in providing a par- 
earning profits ticular service to their members at cost, and 
since income must be provided to cover expenses or expenses must be 
limited to the income received budgets play a very necessary and 
important role in the financial management of such organizations 
In the case of a university or a college the activities for the year can 
not be planned definitely until the income to be received is known In 
other cases in which an organization is interested primarily in providing 
a certain service for its members the cost of providing this service 
must be estimated in order that the amount to be collected from the 
members for the service may likewise be calculated A budget is the 
best means of matching estimated income against proposed expendi- 
tures 

In the case of political units, the Federal Government, state 
governments, and local governments, the budget is an important 
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Estimated profit and loss statement for the budget year: 


BORDEN MERCANTILE COMPANY 
Estimated Profit and Loss Statement 
For Year Ended December 31, 1950 



Sales 

Cost of Goods Sold: 

Merchandise Inv., Jan. 1, 1950. 
Purchases 


ii 

87,000 
j 311,220 

460,600 


Merchandise Available for Sale 

Less Merchandise Inventory, Dec. 31, 1950 

' 398,220 
j 87,000 

1 


Cost of Goods Sold 



311,220 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising. . 

Depreciation of Equipment 

39,000 
4,800 
5,750 ; 

: 

149,380 


Total Selling Expenses 

General Expenses: 

Officers’ Salaries 

Office Salaries 

Depreciation of Buildings 

Loss from Bad Debts . . 

Misc. General Expense 

l 

17.500 

16.500 
6,500 
2,303 
5,000 

49,550 



Total General Expenses 


47,803 



Total Operating Expenses 



97,353 


| Net Profit from Operations 

Other Income: 

Purchases Discount 

Other Expense: 

Mortgage Interest 

Bond Interest 

I 

3,000 I 
2,500 

6,224 

52,027 


Total Other Expense 

1 

5,500 



Net Addition. . 



724 


Total Net Profit before Provision for Federal 


52,751 


Less Provision for Federal Income Tax. 


21,100 


Net Profit after Provision for Federal In- 

i 

31,651 



-j — — 
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Estimated balance sheet at the end of the budget year: 


BORDEN MERCANTILE COMPANY 
Estimated Balance Sheet 
December 31, 1950 


Assets 

Current Assets 
Cash 

Accounts Receivable 

Less Reserve lor Bad Debts 


47,528 


48 000 
4,503 


43,497 


Merchandise Inventory 

Total Current Assets 
Fixed Assets 
Equipment 

Less Reserve for Depreciation 


60,000 

30,750 


87,000 


29,250 


178,025 


Buildings 140,000 

Less Reserv e for Depreciation 31,500 


108,500 


Land 

Total Fixed Assets 
Total Assets 


Liabilities 
Current Liabilities 
Accounts Payable 
Federal Income Tax Payable 


30,000 


167,750 

345,775 


32,700 

21,100 


Total Current Liabilities 
Fixed Liabilities 
Mortgage Payable 
Bonds Payable 


53 800 


50,000 

50,000 


Total Fixed Liabilities 
Total Liabilities 


100,000 


153,800 


Proprietorship 
Common Stock 
Surplus 

Total Proprietorship 


120,000 

71,975 


191,975 


Total Liabilities and Proprietorship 


345,775 


Ch. 30] 


BUDGETS 


561 


feature of public administration. The chief administrative officer 
plans in advance the scope of the various activities under his adminis- 
tration and includes in this plan the costs. This constitutes the budget 
of his administration and is usually submitted for approval to the tax- 
levying body. The rates and kinds of taxes are an important factor 
in the preparation of every governmental budget. 

Since the nature and amount of governmental and personal income 
can be estimated more accurately than business income, the budget 
will be more comparable with actual transactions of the ensuing fiscal 
period. There is, therefore, a tendency to confuse budgeting with 
accounting in these cases. The recording of the actual transactions is 
the historical phase of accounting and should be distinguished from 
the planned transactions of the future, which is the budget. Estimated 
tax revenue is a budgeted amount; the actual receipts from tax revenues 
are accountable transactions and therefore a part of the accounting 
records. 


QUESTIONS 

1. Frank Feldhouse says that he and the heads of the departments of his 
business spend considerable time in committee meetings, discussing the 
outlook for business, and that he cannot see any advantage for them in the 
preparation of a formal budget. Do you agree with Feldhouse? Why? 

2. Do you believe that the management of a business having a large 
number of widely scattered branches would find it advantageous to have 
budgets presented by each branch manager? Why? 

3. "It is not easy to co-ordinate sales possibilities with productive 
capacity. In fact, this co-ordination is one of the most difficult adminis- 
trative problems.” Do you think budgets would be of assistance in over- 
coming this difficulty? 

4. “Fifty-one out of 93 companies reported that the executive in charge 
of budgets is either the treasurer or controller.” This seems to differ 
from the procedure described in the chapter. Can you explain? 

5. What advantages does a small firm derive from a budget to compen- 
sate for the labor and the time involved in making the budget? 

G. "Budgets should be prepared in terms of units of responsibility.” 
What does this statement mean? 

7. The Purdue Company manufactures only on special order, whereas 
the Zenith Company manufactures for stock. Will the methods of pre- 
paring the budgets of these companies differ because of the difference in 
production policies? Explain. 
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8. The sales manager estimates a 50% increase m quantity sold with a 
20% decrease vn price If the volume for the previous year was $142,860, 
what is the amount of the first item in the estimated profit and loss 
statement 7 

9. Governmental organizations seem to stress budgeting rather than 
accounting It is customary to refer to the city budget or the state budget, 
but to the accounts of the Dawson Mercantile Company or the Helman 
Manufacturing Company Will the time come when budgeting and 
accounting will be stressed equally in the control of both governments and 
businesses 7 

10. From the following data, construct the estimated profit and loss 
statement for 1950 

1949 Budget for 1950 

Sales $40,000 (20% increase in price, 10% 

decrease m volume) 

Cost of Goods Sold 30,000 (10% increase) 

$10,000 

$2,000 (H fixed, vanes with vol- 

ume of sales) 

700 (5% increase) 

800 (in proportion to pnce In- 

crease) 

Total Selling Expenses $3 500 

General Expenses 
Office Salanes $2 000 

Loss from Bad Debts 200 

Rent 1,500 

Depreciation of Equipment 800 

Total General Expenses $4,500 

Total Operating Expenses 8,000 

Net Profit $ 2,000 


PROBLEMS 

1. Eaeh January, Wyman, Incorporated prepares an estimated profit 
and loss statement for the coming > ear In January, 1950, the profit and 
loss statement below and the following information are available: 


(in proportion to \ olume of 
sales) 

(same per cent of sales) 
(10% decrease) 

(same) 


Gross Profit 
Operating Expenses 
Selling Expenses 
Sales Salanes 

Traveling Expense 
Advertising 
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WYMAN, INCORPORATED 
Pp.oriT and Loss Statement 
For the Year Ended December 31, 1949 


Sales (12,000 units @ $100) $1,200,000 

Cost of Goods Sold: 

Merchandise Inventory, January 1 (1,100 units @ 

$65) $ 71,500 

Purchases (11,900 units @ $65) . . . . 773,500 

Merchandise Available for Sale ... . $845,000 

Less Merchandise Inventory, December 31 (1,000 
units © $65) 65,000 

Cost of Goods Sold (12,000 units @ $65) . . . 780,000 


$ 420,000 


$60,000 

36.000 

20.000 
4,000 


Total Selling Expenses $120,000 

General Expenses: 

Officers’ Salaries $30,000 

Office Salaries 18,000 

Office Supplies Used 9,000 

Depreciation of Office Equipment 2,000 

Loss from Bad Debts 6,000 

Rent 25,000 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Commissions ($5 per unit) 
Advertising ($3 per unit) 
Depreciation of Store Equipment 
Miscellaneous Selling Expense 


Total General Expenses 90,000 


Total Operating Expenses 


210,000 


Net Profit from Operations 

Other Income: 

Purchases Discount. . . , 

Other Expense: 

Sales Discount 

Interest Expense 


$ 210,000 

$ 7,735 

$ 12,000 

5,735 


Total Other Expense 


17,735 


Net Deduction 


10,000 


Total Net Profit before Provision for Federal Income Tax $ 200,000 

Less Provision for Federal Income Tax 80,000 


Net Profit after Provision for Federal Income Tax 


$ 120,000 
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Sales The selling price which has been $100 per unit is to be increased to 

$12o It is anticipated that this price increase will result in a sales 

v olume decrease of 2 000 units 

Cost of Goods Sold The unit cost has been $6o but it has been advanced to 

$75 as of January 1 1950 Purchases will be made of as many units as 

are expected to be sold bo that tbe ending inventory null be 1 000 units 

Selling Expenses 

(a) Sales commissions will be computed at $6 per umt- 

(b) The amount to be spent for advertising for the coming j ear is to be 
$4 per unit 

(e) Depreciation of store equipment will be the same as for the preceding 
year 

(d) Miscellaneous selling expenses will increase by $1 000 
General Expenses 

(a) Officers salaries will increase $15 000 

(b) Office salaries will increase $2 000 

(c) Office supplies used will increase $2 750 

(d) Depreciation of office equipment will be the same as for the preceding 
year 

(e) Loss from bad debts is estimated at H of 1 % of sales 

(f) Annual rental of building increases $5 000 per lease agreement. 

Other Income and Expenses Cash discounts are to be estimated at 1% of 

sales and purchases respectively Interest expense is estimated at $5 000 
Income Tax Assume that the Federal income tax rate is 40% 

Instructions Prepare an estimated profit and loss statement for the year 
ended December 31 1951 

2 The estimated profit and loss statement included m the 1950 annual 
budget of Richard Ryan Inc is given on page o65 The actual profit 
and loss statement for the month of January 1950 is given on page 566 

In order to compare the actual profit and loss statement figures for 
January 1950 with the budgeted figures for the same month it will be 
necessary to take into account the following variations in the monthly 
breakdown of the annual budget figures 

(a) Sales for January were estimated at 10% of annual sales Expenses 
that were expected to vary proportionally with sales were sales 
commissions advertising store supplies used loss from bad debts 
and interest income 

(b) The beginning inventory m the January budget was estimated at 
$45 000 the ending inventory at $35 000 The cost of goods sold and 
the gross profit on sales were computed at the same percentage of 
sales as in the annual budget (Note Purchases will not he 10% 
of annual budget ) 

(c) Fixed expenses that were not expected to varj with sale3 were sales 
and office salaries rent depreciation of store and office equipment, 
office supplies used and miscellaneous general expense 
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RICHARD-RYAN, INC. 
Estimated Profit and Loss State me nt 
For Year Ending December 31, 1950 


Sales .. $800,000 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1950 $ 50,000 

Purchases 580,000 


Merchandise Available for Sale 

Less Merchandise Inventory, December 31, 1950 
Cost of Goods Sold 


$630,000 

70,000 

560,000 


Gross Profit on Sales $240,000 

Operating Expenses: 

Selling Expenses: 

Sales Salaries $48,000 

Sales Commissions 20,000 

Advertising 16,000 

Depreciation of Store Equipment 6,000 

Store Supplies Used . . 5,500 


Total Selling Expenses $ 95,500 

General Expenses: 

Office Salaries $24,000 

Kent 18,000 

Depreciation of Office Equipment . 3,000 

Office Supplies Used. . . . 2,400 

Loss from Bad Debts. 8,000 

Misc. General Expense • • 3,600 


Total General Expenses . • . 59,000 


Total Operating Expenses. . . . $154,500 


Net Profit from Operations 
Other Income: 

Purchases Discount. . . . 
Interest Income . . 


. $ 85,500 

$10,500 

1,000 


Total Other Income 

Other Expense: 

Sales Discount 

Interest Expense 

Total Other Expense ... . 

Net Deduction 


11,500 


. . . $16,000 

6,000 


22,000 


10,500 


Net Profit 


$ 75,000 
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RICHARD RYAN, INC. 



Profit and Loss Statement 

For the Month Ended January 31, 1950 

Sales 


$72 000 

Cost of Goods Sold 

Merchandise Inventory, January 1, 1950 
Purchases 


$55,000 

40,400 

Merchandise A\ ailable for Sale 

Less Merchandise Inventory, January 31, 1950 


$9o,400 

45,000 

Cost of Goods Sold 


50 400 

Gross Profit on Sales 


$21,600 

Operating Expenses 

Selling Expenses 

Sales Salanes 

Sates Commissions 

Advertising 

Depreciation of Store Equipment 

Store Supplies Used 

$3,750 

1,800 

1,440 

500 

495 


Total Selling Expenses 


$ 7,985 

General Expenses 

Office Salanes 

Rent 

Depreciation of Office Equipment 

Office Supplies Used 

Loss from Bad Debts 

Miscellaneous General Expense 

$2,000 

1,800 

250 

200 

720 

300 


Total General Expenses 


5,270 

Total Operating Expenses 


13,255 

Net Profit from Operations 


$ 8,345 

Other Income 

Purchases Discount 

Interest Income 


$ 1,050 

90 

Total Other Income 


$ 1,140 

Other Expense 

Sales Discount 

Interest Expense 

$2,000 

300 


Total Other Expense 


2,300 

Net Deduction 


1 160 

Net Profit 


$ 7,185 
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(d) Because of the increased cash receipts expected during January, the 
items listed below were estimated as follows: 

Purchases Discount, 1/10 of annual figure. 

Sales Discount, 1/8 of annual figure. 

Interest Expense, 1 20 of annual figure. 

Instructions: Prepare a budget report, like the one on page 551, of the 
profit and loss statement for January, 1950. 

3. Budget statements for 1950 are to be prepared for Dodge, Incorporated, 
from the following data: 

DODGE, INCORPORATED 
Post-Closing Trial Balance 
December 31, 1949 


Cash $ 50,000 

Accounts Receivable. 30,000 

Reserve for Bad Debts ...... $ 2,000 

Finished Goods . . . . 60,000 

Goods in Process ■ 70,000 

Raw Materials. . . . 50,000 

Machinery and Equipment 165,000 

Reserve for Depr. of Machinery and Equipment. 60,000 

Factory Supplies. . . • 16,000 

Accounts Payable. . ... 54,000 

Dividends Payable . ... 18,000 

Federal Income Tax Payable ... .... 14,000 

Bonds Payable, 6% • • • 50,000 

Common Stock, 2,000 shares, $100 par 200,000 

Surplus 43,000 


$441,000 $441,000 


The sales manager estimated during 1950 the sale of 7,500 units of 
A at $60 and the sale of 6,000 units of B at $50. All sales are made on 
account. 

The general manager has made the following estimates: 


(1) Estimated ending inventories of December 31, 1950, 

(a) Raw materials, $42,000. 

(b) Goods in process, $65,000. 

(c) Finished goods, $50,000. 

(2) Purchases to be made on account: 

(a) Raw materials 

(b) Factory supplies . . . • 


are: 


$113,200 

30,000 


Total 


$143,200 


(3) Cash receipts: 

(a) Sale of 1,000 shares of common stock at par 

(b) Collection of accounts receivable 


$ 100,000 

735,000 


SS35.000 


Total 
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(4) Cash expenditures 

(a) New machinery and equipment (January 2, 1950) 5100,000 


(b) Labor 175,500 

(c) Manufacturing expense 60,000 

(d) Operating expense 251,000 

(e) Accounts payable 148,200 

(f) Federal income tax payable for 1949 14,000 

(g) Dividends payable at December 31, 1949 18,000 

(h) Annual interest on bonds, 6% 3,000 


Total $769,700 


(6) Manufacturing expense will include 

(a) Depreciation of machinery and equipment, 10% 

(b) Factory supplies used, $23,800 

(6) Other data 

(a) Accounts receiv able of $3,500 will be charged off against the 
reserve for bad debts Loss from bad debts for 1950 is estimated 
at $4,000 (charge Profit and Loss Summary with $4,000) 

(b) Federal income tax liability on 1950 income, 40% of estimated 
net income 

(c) Declaration of a 6% dividend at end of 1950 

Instructions (1) Set up ‘ T” accounts and record the balances shown on 
the post-closing trial balance of December 31, 1949 Include accounts for 
Manufacturing Summary and Profit and Loss Summary 

(2) Record directly in the accounts the estimated transactions for 1950 
Record the income and expense transactions directly in the manufacturing 
and profit and loss summary accounts, with explanations, and close these two 
accounts 

(3) Prepare a schedule of cost of goods manufactured and an estimated 
profit and loss statement for the year ending December 31, 1950, and an 
estimated balance sheet as of December 31, 1950. 



CHAPTER XXXI 


ANALYSIS AND INTERPRETATION OF 
FINANCIAL STATEMENTS 


NECESSITY FOR 
ANALYSIS AND 
INTERPRETATION 


After the balance sheet and the profit and loss 
statement have been prepared to show the 
condition of the business and its progress 
during the past fiscal period, the significance of the information these 
statements contain must be interpreted for those who use them. The 
accountant who prepares the statements should be best fitted to 
explain them; so it is becoming more and more the practice of accoun- 
tants to analyze and interpret the information that the statements 
contain. Some of the methods used by accountants to do this will be 
explained in this chapter. 

The accounting statements of corporations are of interest to many 
groups, chief among these being management and stockholders. 
Management is the smaller group with an internal point of view; stock- 
holders are the larger group with an external point of view. Manage- 
ment needs continuous information of current transactions in order to 
know from month to month the effects of operations. This understand- 
ing of financial condition and operating results is particularly helpful 
in planning for the new fiscal period. The accountant can give great 
assistance when the budget of the business is prepared by explaining 
items found in the accounting statements. 

Stockholders, often numbering many thousands of individuals and 
institutional investors, are more concerned with the broader aspects of 
the business. Their interpretation is therefore related to the questions 
of the long-term trend of profits and the comparative position of the 
business in its industry. They want to know whether to sell their stock- 
holdings or to buy more. With the stockholders may be classed the 
professional analysts and investment counselors who make an intensive 
study of all companies whose stocks may be bought or sold. 

comparison OF items A simple balance sheet of a merchandising 
!?A. AM P /£ R JwrrJ: AR corporation, used to illustrate the compari- 

sons that may be made between items on the 
same balance sheet, is shown below. To make the comparisons less 
complicated and more easily followed, amounts have been expressed 
in even thousands of dollars. 
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MILLER MERCANTILE COMPANY 
Balance Sheet 
December 31 19o0 


Assets 


Current Assets 

Cash 

Accounts Receiv 

Mdse Inventor* 

I 20 000 
100 000 
| 300 000 


Total Current Assets 


4 0 000 

Fixed Assets 



Plant (net) 


1 0 000 

Goodwill 

Deferred Charges 


40 000 j 
_0 000 | 

Total Assets 

- 

600 000 


Liabilities and Proprietorship 


Current Liabilities 

Notes Payable 
Accounts Payable 

100 000 
80 000 


Total Current Liab 


180 000 

Fixed Liabilities 

Bonds Pa* able 


60 000 

Total Liabilities 
Proprietorship 
a%Pref Stock 
Common Stock 

100 000 
200 000 

240 000 

Total Capita! Stock 
Surplus 

300 000 
60 000 


Total Proprietorship 


360 000 

Total Liab and Prop 


600 000 


The comparisons that may be made w ith reference to this balance 
sheet are as follows 

(1) Ratio o/ Current Assets to Current Liabilities Since the funds 
to be used m paying the current liabilities must be obtained from the 
liquidation of the current assets this ratio is exceedingly important to 
management and to short term creditors Because assets often shrink 
in value and liabilities never do it is desirable that the current assets 
alwajs be materially larger than the current liabilities Banks for a 
long time hav e insisted on a rule of thumb ratio of 2 to 1 , that is, that 
the current assets shall be twice as large as the current liabilities This 
is not a safe rule to follow arbitrarily, since the ratio that should exist 
between the current assets and the current liabilities will vary according 
to the nature of the business, the market, and other financial con 
ditions As shown by the balance sheet above, the current assets of the 
Miller Mercantile Company amount to $420,000 and the current 
liabilities to $180,000 The ratio is, then, slightly more than 2 to 1 

The excess of current assets over current liabilities is referred to as 
uorkmg capital and represents the margin of protection to short-time 
creditors The working capital should be, at the least, sufficient to 
absorb any shrinkage that might occur in the value of the current 
assets and to provide funds for the current operating expenses The 
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working capital of the Miller Mercantile Company is $240,000; it is 
found by subtracting the total of the current liabilities from the total 
of the current assets. 

The current ratio is a measure of a concern’s working capital and 
an index of its ability to meet maturing debts. The greater the current 
ratio, the greater is the relative amount of working capital and the 
greater is the assurance that the concern will have sufficient funds to 
meet its current debts as they mature and the costs of carrying on its 
current business operations. 

In certain types of businesses, however, concerns may continue to 
operate even when current liabilities exceed current assets. Such a 
condition is frequently found in public utility corporations without 
indicating any financial difficulty. In businesses that furnish sendees, 
that need no inventory of merchandise, and that have a minimum of 
receivables, a relatively large supply of cash would be unnecessary. 
Particular consideration must be given to the nature of the business 
and the characteristics of its normal financial operations to determine 
the adequacy of its current ratio. 

(2) Acid-Test Ratio. This ratio indicates the ability of a business 
to satisfy immediately the current debts and is also of primary im- 
portance to management and to short-term creditors. In the determin- 
ation of this ratio, consideration is given to only those assets that could 
readily be turned into cash if the need should arise. A ratio of 1 to 1, 
or 100 per cent, is usually deemed favorable. The usual formula is as 
follows: 

Cash + Receivables + Marketable Securities 
Current Liabilities 

The acid-test ratio of the Miller Mercantile Company is % to 1. 
This ratio appears to be unfavorable. Whether it represents a danger- 
ous situation depends upon whether the notes payable must be paid 
in the near future or whether they can be renewed or refunded. The 
nature of the notes payable should be determined before a definite 
conclusion is made from the acid-test ratio. Again, in the use of this 
ratio, consideration must be given to the requirements and the opera- 
tions of the particular business. 

(3) Ratio of Notes Payable to Accounts Payable. On the balance 
sheet on page 570 the notes payable are larger than the accounts 
payable. To determine whether this indicates a desirable condition, 
it will be necessary to analyze the notes payable according to whether 
they were issued to (a) merchandise creditors, (b) note brokers or 
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banks or (c) others If they were issued to merchandise creditors at 
the time merchandise was purchased or if thej were sold to note 
brokers or issued to banks m order to obtain funds with which to 
discount accounts payable there js no objection to the excess of the 
notes pa> able over the accounts pajable If they were issued to mer 
chandise creditors in payment of overdue accounts or were issued to 
officers or outsiders in order to obtain funds because the bank credit of 
the company is limited an unfavorable financial condition is indicated 

The balance sheet maj also indicate whether notes payable are 
secured or unsecured If it has been necessary to secure notes by some 
collateral or mortgage the effect of their existence may be to limit the 
additional borrowing capacity of the business and may result in the 
creation of a strained financial condition 

(4) Ratio of Fixed Assets to Fixed Liabilities This ratio measures 
the asset protection of the present mortgageholders or bondholders 
and is an indication to a prospective long term creditor whether an) 
additional loans on the fixed assets of the borrower may be safel) 
granted Usually the minimum allowable ratio is 2 to 1 that is the 
value of the fixed assets should be at least twice the amount of the 
mortgage or bond debt The fixed assets of the Miller Mercantile 
Company amount to $120 000 and the bonds payable amount to 
$60 000 The ratio is therefore 2 to 1 

A concern that has a low current ratio may obtain additional 
working capital by creating a long term debt and using the funds to 
pay current liabilities Such a long term debt may be represented 
either by a mortgage or an unsecured debenture The Miller Mercantile 
Company will not be able to obtain funds m this manner however 
because its bonded indebtedness is already one half of its fixed assets 
It wall have to rely on stockholders for additional contributions 

(5) Ratio oj Owned Capital to Borrowed Capital The total capital 
employed in the conduct of the Miller Mercantile Company amounts 
to $600 000 Of this amount $360 000 or 60% has been provided b) 
the stockholders of the company and $240 000 has been provided by 
the creditors The ratio of the owned capital to the borrowed capital 
is 1 5 to 1 This ratio m itself indicates a satisfactory condition but 
it should be compared with the same ratio at the end of preceding y ears 
to see whether the stockholders are increasing or decreasing their 
interest in the business It is a wise and conservative polie> for a 
corporation to use its accumulated profits as a basis for expansion 
and for the stockholders of the corporation thus to increase their 
equity in the business gradually 
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orc ^ er ^at a more complete interpretation 
ON DIFFERENT ^ tllG D3.lsnC6 SuGGt 01 tilG M-iliGr jVl6rC3.ntll6 
BALANCE SHEETS Company may be made, the balance sheet of 

the same company as of December 31, 1949, will be used. Both of these 
statements are shown in comparative form below: 


MILLER MERCANTILE COMPANY 
Comparative Balance Sheet 
December 31, 1950, and December 31, 1949 


Assets 

Dec.31, 

1950 

Dec.31, 

1949 

i 

Liab. and Prop. 

Dec.31, 

1950 

Dec.31, 

1949 

Cash 

Accounts Receivable 

Mdse. Inventory 

Plant (net) 

Good will 

Deferred Charges 

20,000 

100,000 

300.000 

120.000 

40.000 

20.000 

30.000 

80.000 

150.000 

100.000 

40.000 

25.000 

Notes Payable 

Accounts Payable 

Bonds Payable 

Preferred Stock 

Common Stock 

Surplus . . 

100,000 

80,000 

60,000 

100,000 

200,000 

60,000 

20,000 

60,000 

100,000 

200,000 

45,000 

Total Assets 

600,000 

425,000 

Total Liab. and Prop. 

600,000 

425,000 


Comparative Balance Sheet 


Comparisons may be made of all items on a comparative balance 
sheet, and some benefit may usually be derived from these comparisons. 
There are, however, certain comparisons that are of special significance. 
With reference to the comparative balance sheet shown above, the 
more significant comparisons are as follows: 

(1) The merchandise inventory of December 31, 1950, is twice as 
large as the inventory of December 31, 1949. Any one of several 
reasons may account for this increase: 

(a) There may have been a large increase in the volume of business that 
necessitated an increase in the inventory. The comparative profit 
and loss statement of the company will have to be consulted to ascer- 
tain if the volume of business actually increased. 

(b) A large amount of merchandise may have been purchased because of 
an anticipated increase in price or because of an estimated increase in 
business within the immediate future. Investigation will show 
whether much merchandise was purchased for either of these reasons. 

(c) A large amount of unsalable goods may have been accumulated 
during the past year; or a large amount of merchandise may have been 
purchased because increased sales were anticipated during the >ear, 
but this merchandise is now on hand because the sales failed to ma- 
terialize. A calculation of the merchandise turnover as shown b^ the 
comparative profit and loss statement will make it possible to deter- 
mine whether either of these conditions exists. 

(2) The balance sheet of December 31, 1950, shows an increase in 
the asset Plant over the amount of this asset on the balance sheet of 




574 


ACCOUNTING PRINCIPLES 


[Ch 31 


December 31, 1949 An increase in the value of fixed assets may 
anse from any one of the following sources. 

fa) Additional assets may have been purchased If the actual or antici- 
pated increase in business warranted such additions, they were prop- 
erly made 

(b) The cost of repairs on the assets may have been charged to the asset 
accounts instead of to expense accounts Charging the cost of repairs 
to the asset accounts is, of course, highly improper, since it overstates 
the assets and understates the expenses for the year 

(c) The assets may have been appraised, and, on the basis of this revalua- 
tion, their values may have been increased It is contrary to conserva 
tive accounting and management to enter the appreciation of fixed 
assets in the accounts or to show it on the financial reports. Since 
fixed assets are not to be sold, but are to be used in the conduct of the 
business, an increase in their market values does not increase their 
efficiency, and their value to the business is therefore not increased 

A careful inspection should be made to ascertain the cause for the 
increases in fixed assets shown on the comparative balance sheet of the 
Miller Mercantile Company An analysis of the surplus account of the 
company and of the expense accounts for the year will assist in the 
determination of the cause for these increases 

(3) By turning to the liabilities and proprietorship side of the 
comparative balance sheet, it will be observed that the notes payable 
have greatly increased during the year 1950 The amount outstanding 
on December 31, 1950, is five times the amount outstanding at the 
end of the previous year The accounts payable also have increased, 
but not in proportion to the increase in the notes payable. An analysis 
of the note payable item is desirable in order to determine to whom the 
notes have been issued If the notes have been issued to banks in 
order to obtain funds with which to discount merchandise invoices, 
good financial management is indicated An inspection of the com- 
parative profit and loss statement to see whether the purchases dis- 
counts for the latest year are larger than those for the previous year 
will indicate whether notes were issued for that reason. This, however, 
will not be conclusive evidence, and an analysis of the notes payable 
account should be made 

(4) A new bond issue of $60,000 has been sold during the year. 
This is more than the increase in fixed assets during the year; hence, 
even if the increase in fixed assets is found to be proper, some addi- 
tional funds for use as working capital have been obtained by means 
of the bond issue. If this method of obtaining funds improves the 
current ratio, it may be considered as good financing. The more 
conservative method would have the additional working capital 
supplied by the stockholders. 
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(5) A comparison of considerable significance is that of the current 
ratios for the two years. For the year 1950 this ratio was 2.y z to 1. 
whereas for the year 1949 it was 3% to 1. There has therefore been a 
considerable decrease in this ratio. Although the ratio for 1950 does 
not in itself appear unfavorable, the tendency indicated by the decrease 
in this ratio during the year may be decidedly undesirable. It seems 
necessary to ascertain whether the plans for the coming year will 
maintain the present ratio or whether a continued decrease is probable. 

(6) The common stock of the company has remained stationary 
during the year, but the surplus has increased $15,000. The increase 
in the surplus looks favorable; but before a final decision on this point 
can be made, it will be necessary to ascertain: 

(a) The origin of the increase in the surplus. It is important to know 
whether this increase has originated from the earnings of the year, 
whether it is the result of the writing up of fixed assets, or whether 
it has been obtained from other sources. 

(b) The total earnings for the year. These earnings should be determined 
to see what part of them has been retained as surplus. It will be 
desirable to ascertain also whether the regular dividends have been 
paid. 


comparison OF items The profit and loss statement of the Miller 
mq^TA P TFMFNT AND Mercantile Company for the year ended on 

December 31, 1950, is shown in the illustra- 
tion on page 576. The most important comparisons that may be drawn 
in connection with a single income statement are illustrated by the 
percentages entered on this report. Each percentage represents the 
ratio of the particular item on the statement to net sales. These ratios 
are of a very great importance when taken in connection with the 
same ratios of previous yearn, but are of little significance when taken 
by themselves. This is due to the fact that, unless there is some 
standard by which to judge these ratios, there is no means of knowing 
whether they are too large or too small. 

The percentage ratios on the profit and loss statement also indicate 
the distribution of the sales dollar over the cost of merchandise, the 
operating expenses, and the net profit. These ratios show that each 
dollar of the sales income of the Miller Mercantile Company is dis- 
tributed as follows: 


Cost of Goods Sold 5 75 

Operating Expenses t5 

Net Profit from Operations 10 


Total . 


SI 00 
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MILLER MERCANTILE COMPANY 
Profit and Loss Statement 


For the Year Ended December 31, 1950 


Income from Sales 

Sales 

Less Sales Returns and Allowances 


610,000 

10,000 


Net Sales 


600,000 

100 0% 

Cost of Goods Sold 

Mdse Inventory, January 1, 19o0 
Purchases 

150.000 

600.000 



Merchandise Available lor Sale 

Less Mdse Inventory, Dec 31 1950 

750.000 

300.000 



Cost of Goods Sold 


450,000 

75 0 % 

Gross Profit on Sales 


150,000 

25 0% 

Operating Expenses 

Selling Expenses 

General Expenses 

60,000 

30,000 



Total Operating Expenses 


90,000 

15 0% 

Net Profit from Operations 


60,000 

10 0% 

Other Income 

Purchases Discount 

9,000 



Other Expense 

Bond Interest 3,000 

Interest on Notes 6,000 

9,000 



Net Profit before Provision for Federal 
Income Tax 

Less Provision for Income Tax 


60,000 

24,000 

10 o% 

4 0% 

Net Profit after Provision for Federal 
Income Tax 


36,000 

6 0% 

To Payment of 

5% Preferred Dividends 

8% Common Dividends 

5,000 

16,000 

21,000 

3 5% 

Added to Surplus 


15,000 

2 5% 


Profit and Loss Statement Showing Significant Ratios to Net Sales 
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These figures mean that in each dollar of income that the company 
receives during the year, 75 cents represents the cost of merchandise; 
15 cents represents the operating expense; and 10 cents represents the 
net profit from operations. 

onTwo 1 or N mo r ' e T E M S Of more importance, however, in the analysis 
PROFIT AND LOSS of corporation profit and loss statements is a 

STATEMENTS comparison of the corresponding items on a 

series of profit and loss statements. Such a series of statements covering 
a period of years will provide a normal standard of profit margin and 
of expense ratios. It will also indicate the trend of the size and the 
progress of the business in measuring the efficiency and the resourceful- 
ness of the management. 

Comparative profit and loss statements for the Miller Mercantile 
Company for the years 1949 and 1950 are shown on page 578. 

A number of interesting comparisons can be made from this com- 
parative statement. The most significant are: 

(1) Net sales have increased one third. This increase in itself looks 
very favorable, but the results of the sales must be considered before 
a final conclusion is drawn. 

(2) For the year 1949 the sales returns and allowances represent 
.4 per cent of the gross sales. For the year 1950 they represent 1.67 
per cent of the gross sales. This increase probably indicates one or the 
other of two things: 

(a) That poorer service is being given to the customers since more goods 
are being returned and more allowances are being claimed; or 

(b) That new territories are being entered and, in the process of establish- 
ing new relations, more liberal privileges are being accorded to 
customers. 

An analysis should be made of these returns and allowances to 
ascertain the reason for this increase. 

(3) In 1949 the gross profit on sales was 30 per cent of net sales, 
whereas in 1950 it decreased to 25 per cent of net sales. This decrease 
indicates that the cost of goods sold has increased more than have 
sales. Examination should be made to ascertain if the plans for the 
coming year contemplate making provisions for this increase in the 
cost of goods sold. 

(4) The merchandise turnover for the year 1949 was 2JA, whereas 
that for the year 1950 decreased to 2. Since there is a decrease in the 
rate of turnover, careful attention should be given to this matter. 

Turnover is found by diriding the cost of goods sold by the average 
inventory. It represents the number of times the average inventory 
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MILLER MERCANTILE COMPANY 
Profit and Loss Statements 

Fop Years Ended December 31 19a0 and December 31 1949 



December 31 19o0 1 

December31 1949 

Income from Sales 

Sales 

Less Sales Returns and Allow 

610 00Q 
10 000 

101 6 % 

1 6 "% 

4o2 00Q 

2 000 

100 4 % 

4 % 

Net Sales 

600 000 

100 0 % 

4o0 000 

100 0 % 

Cost of Goods Sold 

Merchandise Inventor* Jan I | 
Purchases 

loO 000 
600 000 


100 000 
365 000 , 


Merchandise A\ ailable for Sale 
Less Mdse In\entory Dec 31 

50 000 
300 000 


46o 000 
150 000 


Cost of Goods Sold 

4o0 000 

o 0 % 

315 000 

70 0 % 

Gross Profit on Sales 

150 000 

2o 0 % 

13o 000 

30 0 % 

Operating Expenses 

Se'Img Expenses 

General Expenses 

60 000 
30 000 

10 0 % 

5 0 ‘t 

40 500 
22 500 

9 0 % 

5 0 % 

Total Operating Expenses 

[ 90 000 | 

15 0 % 

63 000 

14 0 % 

Net Profit from Operations 

60 000 

10 0 % 

72 000 

16 0 % 

Other Income 

Purchases Discount 

9 000 


6 000 


Other Expense 

Bond Interest Expense 

Interest Expense 

3 000 

1 6 000 


3 000 


Total Other Expense 

9 000 


3 000 


Net Profit before Income Tax 

Less Provision for Income Tax 

60 000 
24 000 

10 0 "c 

4 0 % 

5 000 
30 000 

16 67% 

6 67 % 

Net Profit after Income Tax 

36 000 

6 0 % 

45 000 

10 0 % 

To Payment of 

5% Preferred Dividends 

8% Common Dividends 

o 000 
16 000 


5 000 
16 000 



21 000 

3 5 % 

21 000 1 

4 67% 

Added to Surplus 

lo 000 

2 o % 

24 000 

| 5 33% 


Profit and Loss Statement for Two Lears Showing 
Significant Ratios to Net Sales 
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(beginning inventory + ending inventory 4 - 2 ) was exchanged for 
cash or other assets. It is important, since the greater the merchandise 
turnover, the greater the profit that can be made from a given invest- 
ment in merchandise. 

(5) The selling expenses were 9 per cent of net sales for the year 
1949 and 10 per cent for 1950. This increase shows that, though the 
sales are increasing, they are costing more. These increased expenses 
may have been incurred to obtain additional business and to build up 
goodwill for the company. The tendency for such expenses to increase 
faster than sales is, however, a dangerous one, and care should be 
taken that it does not continue too long. 

(6) The net profit from operations for the year 1950 was smaller 
than that for 1949. This is the most discouraging information shown 
by the comparative statement. Since the net sales have increased 
33 hi per cent, it is unsatisfactory to find that the net profit has de- 
creased. It may be found upon examination that some of the expenses 
incurred during 1950 are expected to result in increased business 
during the next year. Under such circumstances there would be some 
excuse for the unprofitable showing for the past year. A careful 
examination should be made to ascertain if this is the situation. 


RELATION OF COMPAR- 
ATIVE BALANCE SHEET 
AND PROFIT AND 
LOSS STATEMENT 


When the comparative balance sheet on 
page 573 is studied in connection with the 
comparative profit and loss statement on 


page 578, a number of significant facts are indicated: 


(1) The comparative balance sheet shows a large increase in the 
merchandise inventory, and the comparative profit and loss statement 
indicates that this increase is much larger proportionately than the 
increase in sales. Whereas the sales have increased 33% per cent, the 
merchandise inventory has increased 100 per cent. The comparative 
profit and loss statement also shows that the merchandise turnover 
has decreased greatly. These comparisons may indicate that unsalable 
merchandise is being accumulated and that there has consequently 
been a large increase in the merchandise inventory. 

(2) The amount shown on the profit and loss statement for 1950 as 
added to surplus agrees with the increase in surplus as shown on the 
comparative balance sheets. This indicates that the balance sheet 
increase in surplus is real. The amount added in 1950 is, however, 
much less than in 1949. Unless the expansion of business justifies this 
decline as a temporary item, it is not favorable. 
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(3) The comparative profit and loss statement shows that the 
8 per cent dividends on common stock have been continued even 
though there was a decline in net profit and even though the balance 
sheets give evidence of increased borrowing It might have been 
better to reduce the dividend rate on common stock in the year 1950. 

comparisons with A comparison of items and ratios shown in 
competing concerns fi nancia i statements of the Miller Mer- 
cantile Company with similar data taken from the financial state 
ments of competitive concerns is of particular interest both to the 
management and to the stockholders To both groups such results 
are indicative of the company's position in its industry To the 
management, it shows the degree of success or failure in meeting the 
problems of the industry To the investor, it reveals whether his choice 
of a stock has been wise The investor may choose to sell this stock 
and buy that of a more promising competitor 
In comparing the financial statements of two or more corporations, 
care must be taken to make the comparison on the same accounting 
basis Unless uniform procedures have been maintained m the account- 
ing records, misleading conclusions may result 

QUESTIONS 

1. The King Chain Stores System made a profit of $150,000 in a certain 
year What other information is necessary before one can judge the 
sufficiency of this profit’ 

2 One writer lists the five ailments of business as (1) insufficient 
profits, (2) too large inventory, (3) too large receivable, (4) over in\ est 
ment in fixed assets, (5) insufficient capitalization What ratios will 
assist in diagnosing each of these ailments 7 

3 The sales of the King Cham Stores System increased in five years 
from $3,000,000 to $5,000,000 Does this increase prove the soundness 
of the policies in force 7 

4 The ratio of current assets to current liabilities in the King Cham 
Stores System was as follows for each of the five years mentioned above 
3 to 1, 2 5 to 1, 2 to 1, 1 5 to 1, 1 2 to 1 Is a favorable trend indicated 7 

5 The Cook Department Store wishes to borrow $150,000 from its 
bank in order to pay accounts payable (a) What effect will this trans 
action have on the ratio of current assets to current liabilities 7 (b) on the 
acid-test ratio 7 

6 The ratio of current assets to current liabilities in the Cook Depart- 
ment Store is 2 3 to 1 The acid test ratio is 1 to 1 If the inventories 
amount to $390,000, what is the amount of the current liabilities 7 
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7. The sales of the Simons Stores System increased from $3,000,000 to 
$4,200,000. The average inventory, calculated at selling prices, increased 
from $600,000 to $700,000. Do these facts indicate sound management? 

8. On successive balance sheets of Acme Motor Parts, Inc., accounts 
receivable are reported at $40,000 and $60,000. The corresponding profit 
and loss statements show sales of $360,000 and $600,000 respectively, 
(a) Are these facts related? (b) What executive is responsible for the 
condition shown? 

9. The profit and loss statement of X shows purchases discounts of 
$4,256 and interest expense of $1,520. The profit and loss statement of Y, 
who is engaged in the same kind of business, shows purchases discounts 
of $152. The sales of both are approximately equal. Interpret this situ- 
ation. 

10. The balance sheet of the Dunn Manufacturing Company is as follows: 


DUNN MANUFACTURING COMPANY 
Balance Sheet 
December 31, 19 -- 


Cash 

30,000 

Notes Payable 

1 

20,000 

Accounts Receivable .... 

30,000 

Accounts Payable 

40,000 

Merchandise Inventory . 

80,000 

Mortgage Pavable 

20,000 

Fixed Assets 

180,000 

Common Stock 

200,000 



Surplus 

40,000 


320,000 


320,000 


The profit and loss statement shows: net sales, $450,000; net profit 
after provision for income tax, $18,000; and dividends, 6%. 

Calculate seven significant ratios and comment on the company as 
an investment. 


PROBLEMS 


1. The Cooper Corporation reported the following comparative balance 
sheets for December 31, 1949, and December 31, 1950: 


Assets 

1950 

1949 

Liabilities & Prop. 1950 

1949 

Cash 

Notes & Accts. Rec. . 

Mdse. Inventory 

Fixed Assets 

$ 12,000 

15. 000 

50.000 

70.000 

$ 1,000 

17.000 

45.000 

34.000 

Notes & Accts. Pay.. $ 20,000 
Mortgage Note Pay. 30,000 

Common Stock 75,000 

Surplus 25,000 

$ 22,000 

25.000 

40.000 

10.000 


Total Assets $130,000 $100,000 Total Liab. & Prop. . $150,000 $100,000 
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Data from the profit and loss statement of December 31, 1950, include 
Sales $220,500 Depreciation $ 4,000 

Gross profit 73 500 Accounts written off 

Sales discount 100 directly as bad debts 150 

Instructions (1) Compute the current ratio for 1949 and for 1950 

(2) Compute the inventory turnover for 1950 

(3) Compute the ratio of owned capital to borrowed capital for both 
years 

(4) How much cash was collected from customers on accounts and notes 
during 1950 7 (Take into account sales sales discount, and bad debts written 
off) 

(5) How much cash was paid out for fixed assets 7 (No increases in liabili 
ties were involved no fixed assets were disposed of ) 


2 The following data were taken from the records of the Olympic Corpo- 
ration 

Balance Sheets December 31 


Assets 

1950 

1949 

1948 

Cash 

$ 60,000 

$ 50,000 

$ 30,000 

Notes and Accounts Receivable (Less Reserve) 

140,000 

100,000 

50,000 

Inventories 

50,000 

50,000 

40,000 

Plant (Less Reserve) 

180,000 

100,000 

100,000 

Total Assets 

$430,000 

$300,000 

$220,000 

Liabilities and Proprietorship 




Notes and Accounts Payable 

$100,000 

$100,000 

$ 80,000 

Mortgage Pa>able 

100,000 

75,000 

80,000 

Common Stock 

150,000 

100,000 

50,000 

Surplus 

80,000 

25,000 

10,000 

Total Liabilities and Proprietorship 

$430,000 

$300,000 

$220,000 


For the Years 



Ended December ; 

31 

Income Data 

Sales 

Cost of Sales 

Operating Expenses 

1950 

$750,000 

500.000 

150.000 

1949 

$480,000 

360,000 

72,000 



Instructions (1) Compute the following ratios for each year. 

(a) Current ratio 

(b) Acid test ratio 

(c) Fixed assets to fixed liabilities 

(d) Owned capital to borrowed capital 

(e) Merchandise turnover (2 >ears only) 

(2) Express profit and loss data as a percentage of sales for each year 

(3) Analyze the trends shown in (1) and (2) 

(4) Comment on proportionate increases in sales, receivables, and in- 
ventories 
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3. V. Bogert is contemplating the purchase, at $95 a share, of 1,000 shares 
of stock of a new issue to be made by Excelsior, Inc. He asks you to 
investigate the financial condition of this corporation. The following are 
the comparative statements for the years ended December 31, 1950, 1949, 
and 1948. 


EXCELSIOR, INC. 
Comparative Balance Sheet 
December 31, 1950, 1949, and 1948 


Assets 

1950 

1949 

194S 

Current Assets: 

Cash 

$ 50,000 

$ 30,000 

$ 15,000 

Accounts Receivable 

60,000 

50,000 

45,000 

Inventories 

90,000 

70,000 

40,000 

Total Current Assets 

$200,000 

$150,000 

$100,000 

Fixed Assets: 

Equipment (net value) . . 

$275,000 

$225,000 

$250,000 

Buildings (net value) 

50,000 

55,000 

50,000 

Land 

20,000 

20,000 

25,000 

Total Fixed Assets 

$345,000 

$300,000 

$325,000 

Deferred Charges. 

5,000 

10,000 

15,000 

Total Assets 

$550,000 

S460,000 

$440,000 

Liabilities 

Current Liabilities: 

Notes Payable 

$ 37,500 

$ 40,000 

$ 25,000 

Accounts Payable 

67,500 

50,000 

40,000 

Accrued Items ... ... 

20,000 

10,000 

10,000 

Total Current Liabilities 

$125,000 

$100,000 

$ 75,000 

Fixed Liabilities: 

Bond Payable. 

$125,000 

$150,000 

$200,000 

Proprietorship 

Common Stock. . . 

$210,000 

$150,000 

$125,000 

Appropriated Surplus 

30,000 

25,000 

15,000 

Unappropriated Surplus 

60,000 

oo,u00 

25,000 

Total Proprietorship . . 

$300,000 

$210,000 

$165,000 

Total Liabilities and Proprietorship. . . . 

$550,000 

$460,000 

$440,000 
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EXCELSIOR, INC 


Comparative Profit and Loss Statements 

For Years Ended December 31, 1950 and 1949 


1950 

1949 

Sales 

Cost of Sales 

$375,000 

250,000 

$300,000 

180,000 

Gross Profit on Sales 

Operating Expenses 

$125,000 

65,000 

$120,000 

75,000 

Net Profit from Operations 

Income Tax 

$ 60,000 
23,700 

$ 45,000 
16,000 

Net Profit after Income Tax 

Appropriations for Surplus Reserves 

$ 36,300 
5,000 

$ 29,000 
10,000 

Balance of Net Profit 

Dividends 

$ 31,300 
6,300 

$ 19,000 
9,000 

Net Addition to Unappropriated Surplus 

$ 25,000 

$ 10,000 


Instructions (1) Compute the following ratios for each year: 

(a) Current ratio 

(b) Acid-test ratio 

(c) Ratio of fixed assets to fixed liabilities 

(d) Ratio of owned capital to borrowed capital 

(e) Ratio of owned capital to fixed assets 

(f) Merchandise turnover (2 years only) 

(2) Express all profit and loss data a3 a percentage of sales for each year. 

(3) What trends are indicated by an examination of receivables, inven- 
tories, current liabilities, fixed liabilities, and capital 7 

(4) What trends are indicated by (1) and (2) 7 

(5) Comment on dividends paid What is the dividend rate on common 
stock 7 

(6) What effect will the additional issue of stock have on the ratios 7 



CHAPTER XXXII 

SUPPLEMENTARY STATEMENTS 


ACCOUNTING The two principal accounting statements, 

the balance sheet and the profit and loss 
statement, are being supplemented to an 
increasing degree by other summaries and reports. Some of these 
supplementary statements are derived from data found on successive 
balance sheets and profit and loss statements. Others are derived 
directly from the accounts or the journal records. They provide 
standard procedures for use in the analysis and inteipretation of 
accounting reports. 


Supplementary statements have been mentioned in previous chap- 
ters. The reconciliation of the bank balance, the report of job orders 
completed, the departmental expense reports, and the reports of 
physical inventories, all give periodic summaries containing informa- 
tion useful to management. The income tax report and the budget are 
also examples of supplementary statements prepared from the account- 
ing records, each of which fulfills a specific purpose. Some supple- 
mentary statements are prepared more frequently than the principal 
statements because the summarizing information provided by them is 
needed at more frequent intervals than the information contained in 
the principal statements. For example, a business might have a daily 
cash report, a weekly report of production, and a monthly report of 
departmental expenses and costs. 

Supplementary statements should be distinguished from accounting 
schedules. Schedules are formal reports, prepared from ledger ac- 
counts, supporting items appealing on one of the two principal account- 
ing statements. They are, therefore, integral parts of the balance sheet 
and the profit and loss statement. Supplementary statements are not 
so closely tied in and tend to elaborate the information omitted on the 
formal accounting reports. 

The purpose of this chapter is to describe two supplementary 
statements, the source and application of funds statement and the 
cumulative profit and loss statement. These two statements supple- 
ment the balance sheet and the profit and loss statement and are 
ordinarily presented annually. They are designed to provide a more 
adequate portrayal of financial position and progress. 

585 
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SUPPLEMENTARY 

STATEMENTS 


The source and application of funds state 
ment usually reports the financial changes 
that occur within the penod of the profit and loss statement The 
cumulative profit and loss statement presents a summary of the opera 
tions that have been completed during the life of the business The 
addition of the source and application of funds statement and the 
cumulative profit and loss statement to the balance sheet and the 
profit and loss statement provides the following parallel reports 

1 A financial report 

a For the 1 fe of the business (the balance Bheet) 

b For the latest fiscat year the source and application of fund 1 ' 
statement) 

2 An operating report 

a For the life of the business the cumulative profit and loss state 
ment) 

b For the latest fiscal year (the profit and loss statement) 


source and Next in importance to the group of trans 

funds Statement actions affecting proprietorship is that group 
affecting cash Transactions affecting pro 
pnetorship are recorded current!} in the accounts and are summarized 
periodical!} on the profit and loss statement Transactions affecting 
the cash position are also recorded currently but the balance sheet 
does not provide a summarv of them The balance sheet merges these 
transactions with the financial position at the beginning of the penod 
The source and application of funds statement summarizes the fund 
transactions occurring between two balance sheets These two balance 
sheets are usually one v ear apart although m some instances they ma} 
be two or more >ears apart 

Vanous titles and various forms have been used over the vears 
for the suinmar} shown m the source and application of funds state 
ment Some of the titles used are (1) statement of financial changes 
(2) statement of changes in financial position (3) where got where 
gone statement (4) statement of sources and disposition of funds and 
(5) application of funds statement The first three titles ordinarily 
restrict the items on the statement to those obtained from two balance 
sheets the last two titles add items obtained from the profit and loss 
statement and the statement of surplus The title in prevailing use 
today seems to be source and application of funds statement 

Most of the data for the source and appl cation of funds statement 
are obtained from the two balance sheets one at the beginning and the 
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other at the end of the period to be covered. If such a statement were 
to be prepared for the Miller Mercantile Company, whose repo its 
were analyzed in the previous chapter, two columns might be added to 
the comparative balance sheet to show net excess of debits or credits 
for each balance sheet item during the period. Such a tabulation is 
shown below: 


MILLER MERCANTILE COMPANY 
Comparative Balance Sheet 
December 31, 1950 and 1949 


Assets 

Dec. 31, 
1950 

Dec. 31, 
1949 

Excess of 

Debits j Credits 

i i 

Cash 

20,000 

30,000 

10,000 

Accounts Receivable 

100,000 

80,000 

20,000 

Merchandise Inventory 

'j 300,000 

150,000 

150,000 

20,000 

Plant (net) 

1' 120,000 

100,000 

Goodwill 

1 40,000 

40,000 


Deferred Charges 

20,000 

25,000 

5,000 

Total Assets 

600,000 

425,000 


Liabilities and Proprietorship 




Notes Payable 

100,000 

20,000 

80,000 

Accounts Payable 

80,000 

60,000 

20,000 

Bonds Payable 

, 60,000 

100,000 

60,000 

Preferred Stock 

! 100,000 


Common Stock 

' 200,000 

200,000 


Surplus 

60,000 

| 

45,000 

| 15,000 

i 

Total Liabilities and Proprietorship 

j! 600,000 
! 

425,000 

190,000 j 190,000 

— i 


Comparative Balance Sheet Showing for Each Balance Sheet Item the 
Excess of Debits or Credits During the Period 


The "Excess of Credits” items in the preceding tabulation repre- 
sent source of funds items. Funds were provided by (a) profits rein- 
vested, (b) the issue of bonds, (c) expansion of accounts pavable, 
(d) increase in note borrowing, and (e) decreases in deferied charge 
inventories and in cash. The “Excess of Debits items show the appli- 
cation of funds. The $190,000 provided was applied to increases in 
(a) plant, (b) merchandise inventory, and (c) accounts receivable. 
It is simple to obtain the following rules: 

1. Excess of debit items indicate application of funds. 

2. Excess of credit items indicate source of funds. 

These general rules, when applied to the items in the balance sheet 
equation, provide the following tabulation: 
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Source op Funds 
- Assets 
+ Liabilities 
+ Proprietorship 


Application of Funds 
+ Assets 

- Liabilities 

- Proprietorship 


If a statement of financial changes is to be made for the Miller 
Mercantile Company in accordance with the above rules, it would 
appear as follows 


MILLER MERCANTILE COMPANY 
Statement of Financial Changes 
For Year Ended December 31, 1950 


Where Got 


Cash 

10 000 

Deferred Charges 

5,000 

Notes Payable 

80,000 

Accounts Payable 

20,000 

Bonds Payable 

60 000 

Surplus 

15 000 

190 000 


Where-Gone 


Accounts Receivable 
Merchandise Inventory 
Plant 

20,000 

150,000 

20,000 

190 000 


Statement of Financial Changes 

In order to make the source and application of funds statement 
more useful and more informative, it has become the practice (1) to 
arrange some items in a supporting schedule and (2) to expand other 
selected items The supporting schedule is made up of all the current 
asset and current liability items and shows the net change in working 
capital Such a schedule for the Miller Mercantile Company is shown 
below: 


MILLER MERCANTILE COMPANY 
Schedule A — Changes in Working Capital 
For the Year Ended December 31, 1950 



IraraEA y& OarrerA Lse«A» ^ 

Accounts Receivable 

Merchandise Inventory 

20,000 
150 000 

170,000 


Less Decrease in Current Assets 

Cash 


10,000 


Increase in Current Liabilities 

Notes Payable 

Accounts Payable 

80,000 

20 000 

160,000 

| 100,000 


Net Increase in Working Capital 


1 60 000 


Schedule of Changes in Working Capital 
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The items to be expanded are the surplus and plant items. It is 
thought desirable to include in the statement information regarding 
depreciation of plant, purchases of new plant, and dividends paid to 
stockholders. Thus instead of showing surplus as a $15,000 source of 
funds, net profit after provision for income tax is shown as providing 
$36,000 of funds, out of which $21,000 is applied for the payment of 
dividends. Instead of showing plant (net) as a $20,000 application of 
funds, depreciation is shown as providing $20,000 of funds, and $40,000 
is shown as applied to the purchase of a new plant. The net increase in 
working capital is taken from the preceding schedule and is shown as 
the first item in the "Application of Funds" part of the main state- 
ment. The source and application of funds statement for the Miller 
Mercantile Company is shown below: 

MILLER MERCANTILE COMPANY 
Source and Application of Funds Statement 
For the Year Ended December 31, 1950 

Source op Funds 

By: Net Profit after Provision for Income Tax 
Sale of Bonds. . . . 

Depreciation of Plant 
Decrease in Deferred Charges 

Total 

Application of Funds 

To: Net Increase in Working Capital (Schedule A) 

Purchase of Plant 

Payment of Dividends 

Total 

Source and Application of Funds Statement 


I 

| 36,000 

I 60,000 

| 20,000 

j 5,000 

1 121,000 


60,000 

40.000 

21.000 

121,000 


CUMULATIVE 
PROFIT AND LOSS 
STATEMENT 


The cumulative profit and loss statement 
covers the profit and loss activities of the 
business since it began operations. It there- 


fore consists of the sum of all the annual profit and loss statements. 


If there have been ten annual profit and loss statements, the cumulative 
profit and loss statement would cover a ten-year period; the sales on 
the cumulative statement would be the sum of the ten sales items on 


the annual statements, and the net profit would be the net total of the 


profit and loss items. 
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The period of time cohered b\ the transactions summarized m the 
cumulative profit and loss statement is the same as that covered by the 
balance sheet Jvtat as the cash balance in the balance sheet prepared 
at the end of the tenth jear summarizes all the cash transactions for 
the ten 5 ears, so the purchases item in the cumulativ e profit and loss 
statement summarizes all purchases for the ten-} ear period There is, 
therefore a closer relationship between cumulative profit and loss 
statement items and balance sheet items than exists between the 
annual profit and loss statement and the balance sheet This fact will 
be demonstrated later in the chapter 

complete statement a complete statement record of a business 
record might be said to consist of a senes of three 

reports of (a) income and (b) financial condition These reports would 
cover (1) the life of the business (2) the latest fiscal period, and 
(3) the histoncal progress Thev would be tabulated as follows 

1 Income Reports 

(a) Cumulative profit and loss statement (life of business) 

(b) Profit and loss statement (latest fiscal period) 

(c) Tabulation of operating data (historical progress) 

2 Financial Reports 

(a) Balance sheet (life of business) 

(b) Source and application of funds statement (latest fiscal period) 

(c) Tabulation of financial data (historical progress) 

The balance of this chapter will be devoted to the discussion of 
such reports, using the Fisher Manufacturing Company as an lllustra 
tion 


operating reports. The most common and most familiar oper- 
STATEMENT > L ° SS ating report is the profit and loss statement 
summarizing the operating transactions 
during the latest fiscal period The profit and loss statement for the 
Fisher Manufacturing Company for the j ear ended December 31, 1950, 
is given on page 591 


cumulative profit Whereas the customary profit and loss state- 
and loss statement raent sum manzes the operations for one fiscal 
penod, the cumulativ e profit and loss statement presents a summarv of 
operations for the life of the business The cumulative profit and loss 
statement for the Fisher Manufacturing Company is shown on page 
592 
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FISHER MANUFACTURING COMPANY 


Profit and Loss Statement 
For the Year Ended December 31, 1950 


Sales 

Cost of Sales: 

Inventories, January 1, 1950 

Cost of Manufacturing Operations* . . . 


Inventories, December 31, 1950 
Cost of Sales 


, 1,500,000 

i| 

120.000 ll 

860.000 ij 


980.000 

140.000 ! 

1 

| 840,000 


Gross Profit on Sales 

Selling and Administrative Expenses**. . 

Net Profit from Operations. . . . 

Interest on Bonds Payable 


-I 660,000 
, 400,000 

j' 260,000 

7,000 


Net Profit before Provision for Income Tax . . . > 
Less Provision for Income Tax 


»' 253,000 

;! 80,000 


Net Profit after Provision for Income Tax 1 173,000 

Reserve for Bond Sinking Fund ! 10,000 

! I 


Profit Available for Dividends j j 163,000 

Dividends in Cash ' i, 150,000 


Profit to Surplus 



13,000 


‘Depreciation included in Cost of Manufacturing: 

On Equipment . . $40,000 

On Building . 15,000 

♦‘Depredation included in Selling and Administrative Expenses: 
On Equipment $20,000 

On Building 10,000 


Profit and Loss Statement 


The cumulative profit and loss statement shown on page 592 treats 
the histoiy of the Fisher Manufacturing Company as a unit. The 
results of twelve years of operations and the disposition of the profits 
are incorporated within the scope of the statement. No attempt has 
been made to identify earnings or expenses with specific years. Such 
identification was made in the profit and loss statement prepared at 
the close of each year. The trend of sales, cost of sales, net earnings, 
and dividends cannot, then, be determined from the cumulative profit 
and loss statement. 
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FISHER MANUFACTURING COMPANY 
Cumulative Profit and Loss Statement 
For Twelve Years Ended December 31, 1950 



Sales 

Cost of Manufacturing Operations 
Inventories, December 31, 1950 

6,505,000 

140,000 

10,070 000 


Cost of Sales 


6 365,000 


Gross Profit on Sales 

Selling and Administrative Expenses 


| 3,705 000 

1 2,099,000 


Net Profit from Operations 

1 Interest on Bonds Payable l 


I 1,606 000 

l| 56,000 


Net Income before Provision for Income Tax! 

1 Provision for Income Tax J 


1 1,550,000 
195,000 


Net Income after Provision for Income Taxi 
Reserve for Bond Sinking Fund 1 


1,355,000 

80,000 


Income Available for Dividends 

Dividends Paid in Cash 

Stock Dividends 

715.000 

500.000 

1.275.000 

1.215.000 


Surplus, December 31 1950 


60,000 


Cumulative Profit and Loss Statement 


. It is sometimes desirable to classify the oper- 
ations by years In this case a few of the 
more significant items on the cumulative profit and loss statement are 
chosen in order to simplify the resulting tabulation The significant 
operating items on the cumulative profit and loss statement of the 
Fisher Manufacturing Company have been classified by years m the 
tabulation shown on page 593 The amounts, as in the case of the 
cumulative profit and loss statement, have been obtained from the 
twelve annual profit and loss statements of the company 

Such a supplementary report by years gives significant information 
regarding the activities of the company during its history The person 
who receives such a report gams a much more satisfactory under- 
standing of the operations of the company than one who receives a 
report of the latest period only While the analytical detail of the 
operations of any one fiscal period may be restricted, the useful in- 
formation provided by such a tabulation more than compensates for 
this limitation 
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Both the cumulative profit and loss statement and its supporting 
tabulation are being used today by large organizations in an attempt 
to give a better understanding to stockholders. It is believed that the 
lengthening of the period to include the life of the enterprise provides 
a summary that effectively supplements the balance sheet and the 
annual profit and loss statement. 


FISHER MANUFACTURING COMPANY 
Tabulation of Operating Data 
For Twelve Years Ended December 31, 1950 


Year 

Net 

Sales 

Net Profit 
After Pro- 
vision for 
Income Tax 

Cash 

Dividends 

Paid 

Per Cent 
of Profit 
Paid as 
Dividends 

Profit 

Rein- 

vested 

Dividend 

Per 

Share 

1939 

$ 820,000 

$ 115,000 

$ 10,000 

9% 

$105,000 

$ 2.00 

1940 

430,000 

55,000 



55,000 


1941 

100,000 

35,000 

5,000 

14 

30,000 

1.00 

1942 

800,000 

60,000 

10,000 

17 

50,000 

2.00 

1943 

550,000 

105,000 

20,000 

19 

85,000 

4.00 

1944 

800,000 

130,000 

45,000 

35 

85,000 

9.00 

1945 

1,050,000 

152,000 

50,000 

33 

102,000 

10.00 

1946 

1,300,000 

165,000 

100,000 

61 

65,000 

10.00* 

1947 

800,000 

75,000 

75,000 

100 


7.50 

1948 

1,020,000 

130,000 

125,000 

96 

5,000 

12.50 

1949 

1,400,000 

160,000 

125,000 

78 

35,000 

12.50 

1950 

1,500,000 

173,000 

150,000 

87 

23,000 

15.00 


$10,070,000 

$1,355,000 

$715,000 

53% 

$640,000 



*100% stock dividend December 31, 1946. 


Tabulation of Operating Data 


financial reports Next in importance to the transactions affect- 
ing proprietorship as reported on the profit 
and loss statement are the transactions affecting the principal balance 
sheet accounts. The balance sheet at the end of each fiscal period 
shows the net results of these transactions for the life of the business. 
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The following balance sheet of the Fisher Manufacturing Company is 
also from the twelfth annual report to the stockholders: 


FISHEE MANUFACTURING COMPANY 
Balance Sheet 
December 31, 1950 


Assets 


Liabilities 


Current Assets 

Cash 

120,000 

Current Liabilities 
Accounts Pa} able 

35,000 

U S Go\em. Securities 

75,000 

Taxes and Pa} -Rolls 


Notes Recei\able 

40,000 

Acc 

16,000 

Accounts Receivable 

80,000 

Income Tax Payable 

80,000 

Inventories 

166,000 





Total Current Liab. 

131,000 

Total Current Assets 

481,000 

Fixed Liabilities 


Fixed Assets- 

Equipment 600,000 


Bonds Pa> (10 year, 

7^) 

Total Liabilities 

100,000 

231,000 

Less Reserve for 

Depreciation 160,000 

440,000 

Proprietorship 


Buildings 500,000 ^ 

Less Reserv e for 

Depreciation 80,000 

420,000 

Capital Stock ($100 par, 
authorized, 25,000 
shares, outstanding, 
12,000 shares) 

1,200,000 



Premium on Cap Stock 

30 000 

Land 

150,000 

Reserve for Bond Sinking 



— 

Fund 

80,000 

Total Fixed Assets | 

1,010.000 

Surplus 

60,000 

Deferred Charges 

110,000 

Total Proprietorship 

1,370,000 

Total Assets . 

jl,601,000 

j Total Liab and Prop. 

1,601,000 


Balance Sheet 


The balance sheet gives the financial condition of the company 
resulting from twelve jears of operations. The operations for the 
same twelve years were shown m the cumulative profit and loss state- 
ment presented on page 592. A comparison of these two statements 
will reveal the close relationship between them. For example, the 
amounts for Reserve for Bond Sinking Fund and Surplus are the same 
on both statements. 


tabulation of It is interesting to know how the principal 

financial data balance sheet items have fared from jear to 

year. The annual ups and downs in current assets, capital stock, and 




Cb. 32| 


SUPPLEMENTARY STATEMENTS 


59 


other items provide significant information. The totals of the main 
sections of each balance sheet from the beginning to the present time 
are shown in the following tabulation of financial data: 


FISHER MANUFACTURING COMPANY 
Tabulation of Financial Data fin thou and' of dollar:; 
January 1, 1939, to Dr.fTAu-.KR 31, 1 9 SO 



1939 

1940; 

1941 

1 94C 

1943 

j 1 94 5 

1947 

1946 

1917 

,191-, 

1 1919 

■ent Assets 

1 00 

213 

24 3 1 

332: 

403 

| 390, 

497; 

33 2 

49 1 

| 320 

436, 

(I Af'flftt'! 

423 

470 

430 

433! 

369 

CZ I 

640 

613 

769 

721 

79 7| 

nor} Chargiai , 

SO 

00 

73, 

kO 

91 

Mil 

122: 

130 

9-i 

106, 

j 90 1 

.1 Ai*ti 1 

f>c,rj 

743 

800 

807 

1,003 

1,172 

1,203 

1,377 

| 1,361 

1 1,370 

1 

! ,32! ( 

ent Liabilities 

GO 

103 

no 

127 

134 

1621 

171 

172, 

181 

16- 

10! 

1 Liabilities 





100 

100 

100 

100 

10'Ji 

too 

too 

tal Stock j 

300 

300 

oooj 

300 

300 

300 

.700 

1 ,000 

1,000 

1 ,000 

1,000 

tiurn on Capital Stock 





i 

, 

1 

! 

1 

! 



rvc for Rond Sinking 












nd 





10 

20 

30 

40 

30 1 

CO 

70 


103 

140 

190 

240 

317 

390 

482 

37 

27 

M A 

47 



! 



. 

— 

- - " 

- 



i — 

~~ 

1 Liab. and Prop. 

0,03 

I 743 

800 

, SOT 

! ,06 : 

1,172 

1 ,263 

1,3.77 

1,361 

j 1,370 




I “ 

1 




1 




1 - I 


Tabulation of Financial Data for Twelve Years 


By comparing the changes in the various items from year to year, 
it is possible to reconstruct many of the financial transactions. For 
example, in 3943 current assets and fixed assets both rote sharply. 
During the same year bonds were issued for $100,000. This $100,000 
bond issue and the $85,000 of reinvested income as shown bj tne 
tabulation of operating data /page 593) provided the money spent on 
the new assets. In 1943 the expansion of plant facilities evidently 
continued because fixed assets again increased, current assets decreased, 
and current liabilities showed a slight increase. 


SOURCE AHD 
APPLICATION OF 
FUNDS STATEMENT 


The source and application of funds state- 
ment for the Fisher Manufacturing Company 
contains more items and is more complete 
than the one presented earlier in the chapter. Like it, however, this 
one is primarily dependent on balance sheet data in its preparation. 
By comparing the amount for each item on the balance sheet with the 
corresponding figure on the previous balance sheet, it may be deter- 
mined whether that item provided or absorbed working capital during 
the period. 
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The profit and loss statements are secondary sources of information 
The increase of surplus from $35,000 to $40,000 on two consecutive 
balance sheets is less informative than the fact that net profit for the 
period was $10,000, dividends paid were $6,000, and premium on new 
stock issued was $1,000 This information, combined with an increase 
in common stock of $10,000, tells that $11,000 of net working capital 
was provided to finance expansion of facilities or retirement of debts 
On the other hand, a stock dividend increasing common stock and 
decreasing surplus would affect the funds not at all In this case the 
increase in common stock does not affect working capital All balance 
sheet changes must be analyzed as to whether thej affect the fund 
position Some do, others do not 

The period covered by the source and application of funds state- 
ment is usually one jear although it ma> be two, three, four, or five 
years or even the life of the business If it covers the life of the business, 
it is the same as the balance sheet A comparative balance sheet for 
the Fisher Manufacturing Company, together with excess debits and 
excess credits, is given on page 597 

By using the excess of debits and credits amounts for current assets 
and liabilities as shown on the comparative balance sheet on page 597, 
it is possible to draw up the changes in working capital for the schedule 
to support the source and application of funds statement Such a 
schedule for the Fisher Manufacturing Company is shown below* 


FISHER MANUFACTURING COMPANY 
Schedule A — Changes in Working Capital 
For the Year Ended December 31, 1950 



Increase in Current Assets 

N otes Recen able 

Accounts Receivable 

Inventories 

15.000 

25.000 
46 000 | 

86,000 



Less Decrease in Current Assets 
' Cash 

U S Government Securities 

lb',000 

25,000 

41,000 

45,000 


Increase in Current Liabilities 

Income Tax Payable 

Less Decrease m Current Liabilities 
Accounts Payable 

Taxes and Payrolls Accrued 

12,500 

500 

40 000 

13,000 

27,000 


Net Increase m Working Capital 



, 18,000 


Schedule of Changes in W orhing Capital 
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Ledger accounts will show that 2,000 shares of common stock were 
sold at $116 and that equipment, building, and land were purchased at 
costs of $150,000, $100,000, and $50,000 respectively. The source and 
application of funds statement for the Fisher Manufacturing Company 
for the jear ended December 31, 1950, is shown below 


FISHER MANUFACTURING COMPANY 
Source and Application op Funds Statemf nt 
For the Yfar Endfd PEcruBFit 31, 1950 



Sound or Funds 



By Net Profit after Provision for Income Tax 

173,000 


Depreciation of Plant 

85,000 


Sale of Capital Stock (2,000 shares at $115) 

230,000 


Total 

488,000 


Application of Funds 



To Net Increase m Working Capital (Schedule A) 

18,000 


Purchase of Equipment 

150,000 


Purchase of Building 

100,000 


Purchase of Land 

50,000 


Payment of Dividends 

150,000 


Increase in Deferred Charges 

20,000 


Total 

488 000 





Source and Application of Funds Statement 


QUESTIONS 

1. What accounting information regarding a business is omitted from the 
balance sheet and the profit and loss statement 9 

2 Does the source and application of funds statement supplement the 
balance sheet or the profit and loss statement 9 Explain 

3. During depressions man j corporations continue to declare and pay 
dividends even though they show small annual operating losses How could 
dividends be declared under these circumstances 9 How could dividends 
be paid without borrowing 9 

4. Why is the tabulation of operating data more informative than the 
cumulative profit and loss statement 9 

5 The Jones Mfg Co declared a 100% stock dividend At the end of 
the following year it had available for a dividend an amount of cash equal 
to that paid as a dividend before the declaration of the stock dividend 
What effect did the stock dividend have on the rate of the cash dividend 9 
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6. An application of funds statement shows large increases in notes 
payable and accounts payable and large increases in accounts receivable 
and inventories. Is a favorable or an unfavorable condition indicated? 

7. The source and application of funds statement for The X Mfg. Co. is 
shown below: 


THE X MFG. CO. 


Source and Application or Funds Statement 


For Year Ended December 31,19 


Source of Funds 


Application of Funds 


Cash 

Notes Payable. 
Bonds Payable 
Surplus 

Total 


) 40,000*00 

Accounts Receivable. . 

| 70,000100 

50,000 

00 1 

Inventories 

1 80,000 00 

300,000 

00 

Equipment 

150,000|00 

10,000 

00 ■ 

Buildings 

100,000{00 

400,000|00 ' 

i = i 

Total 

400,000 00 

l = 


Does the statement illustrate an expanding or a contracting business? 

8. If the Fisher Manufacturing Company had begun operations on 
January 1, 1939, with $600,000 in cash, how would a source and applica- 
tion of funds statement for the twelve-year period from January 1, 1939, 
to December 31, 1950, differ from the balance sheet shown on page 597? 
Explain. 


PROBLEMS 

1. The balance sheets of the Curtis Corporation for 1949 and 1950 ■were. 

December 31 


Assets 

1950 

1949 


$ 45,000 

$ 30,000 

Accounts Receivable 

42,000 

50,000 

Merchandise Inventory 

33,000 

20,000 


150,000 

100,000 


$270,000 

$200,000 


Liabilities, Valuation Reserves, 

Accounts Payable 

Bonds Payable 

Reserve for Depreciation of Plant 

Common Stock 

Surplus 


and Proprietorship 

$ 12,000 $ 15,000 

60,000 20,000 

19,000 10,000 

120,000 100,000 

59,000 55,000 


$270,000 $200,000 
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The surplus account on December 31, 1950, was as follows* 

Surplus 


19o0 1949 

June 20 Cash dividend 12,000 Dec 31 Balance 55,000 

1950 

Dec. 31 Net profit 

after income tax 16 000 


A plant expansion of $50,000 was completed on January 2, 1950 
Depreciation is computed at 6% a year 

Sold 200 shares common stock at par, $100 


Instructions Prepare a source and application of funds statement with a 
supporting schedule for working capital 

2. The balance sheets of Beaumont, Inc for 1949 and 1950 are as follows 

December 31 


Assets 

1950 

1949 

Cash 

$ 63,000 

$ 35,000 

Merchandise In\ entor> 

97,000 

45,000 

Equipment 

105,000 

100,000 

Buildings 

150,000 

100 000 

Land 

45,000 

20,000 


$460,000 

$300,000 


— 


Liabilities and Proprietorship 

Reserve for Depreciation of Equipment 

$ 20,000 

$ 10 000 

Bonds Payable 

100,000 


Reserv e for Depreciation of Buildings 

7,500 

3,000 

Capital Stock 

200,000 

200,000 

Surplus 

132,500 

87,000 


$460,000 

$300,000 


The equipment accounts and the surplus account on December 31, 
1950, were as follows (Note the sale of equipment on January 2, 1950 ) 


Equipment Account 


1949 



1950 

5,000 

Jan 

2 Original cost 

100,000 

Jan 2 Sale of equipment 

1950 





Jan 

2 Additions cost 

10,000 
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Reserve for Depreciation of Equipment 


1950 1949 , . . 

Tan 2 Sale of equipment 500 Dec. 31 1071 depreciation 

1950 

Dec. 31 10% depreciation 


10,000 

10,500 


Surplus 


1950 
Jan. 2 

Loss on equip, sold 

500 

1949 
Dec. 31 

Balance 

87,000 

Dec. 15 

Cash dividend 

12,000 

1950 
Oct. 15 

Write up of land 

25,000 




Dec. 31 

Net profit for year 

33,000 


Additions were made to buildings on January 2, 1950, m the amount 
of $50,000. Annual depreciation is computed at the rate of 3 / c . 

Instructions: Prepare a source and application of funds statement with a 
supporting schedule for working capital. 

3. The tabulation of operating data for Freeman Products, Ina is shown 
below. This tabulation covers the five-year period ended on De mber 31 
1950. On December 31, 1946, the corporation had outstanding o,000 
shares of common stock, each share having a par value of $100. 

FREEMAN PRODUCTS, INC. 

Tabulation of Operating Data 
For Five Years Ended on December 31, 19oQ _ 


Year 


Net 

Sales 


Net 

Profit 

After 

Income 

Tax 


Ratio of 
Income 
to Sales 


Dividends 

Declared 


Profit Dividend 
Rein- Rate 
vested 


1946 

1947 

1948 
1949* 
1950 


600,000 $ 60,000 
750,000 90,000 
900,000 x 

900,000 135,000 
900,000 x 


10 % 

x 

10 % 

ih 


$ 50,000 
x 
x 

130,000* 

90,000 

x 


$ 10,000 

x 

x 

x 

x 

X 


iuyc 

15% 

10 % 


Totals $4,050,000 x 

. . , i oner declared in January of that 

•The dividend for 1949 included vea? applied to the new stock as well as to 

year. All cash dividends declared in that jear appm. 

th ° °' d ' , . 'tf-ori in the tabulation and indicated 

Instructions: (1) Supply the data omitted 

by an x. n c t on sales amounted to 

(2) During the five-year period the ! ; J e ‘ exp ense s were $800,000. 

$1,650,000, and the selling and adminL construct a cumulative 

Assuming that the average income ax r ended on December 31, 19o0. 

profit and loss statement for the five-} ea p 



APPENDIX A 

SUPPLEMENTARY PROBLEMS 

CHAPTER 1 
Problem 1-A 

This problem may be completed in the workbook in the space proiided 
for Problem 2, Chapter l 

Gilbert Mj ers bought land, erected a theater budding, and earned on 
operations for the month of December Record the following transactions 
in tabular form similar to that used in Question 7 at the end of Chapter I 
Th* headings to b* used are 

Ass**+s “ Liabilities + Proprietorship 

Cash-1- Equip -1-Bldg ^-land — Accounts Pa> -(-Mortgage Pay. -f- Gilbert Mj era 

a Ini ested cash, $10,000 
Cb Paid cash fo*- land, $2,500 

(c Constructed a theater building costing $15,000, paying $5,000 cash 
and giving a mortgage for $10,000 

(d) Purchased equipment on opeD account for $12,000, making a down 
payment of $2 000 cash, the balance to be paid $2 500 a month. 

< 0 ) Ca'h receipts for December were $15,000 

(f) Paid cash for operating expenses for the month, $10,500 

(g Made the month!, pawnent required in (d; 

(bj Withdrew $1 000 for personal use 

(1' Did propietorabip increase or decrease from transactions (a) to (h) 
and b% how much”’ 

(2) Analyze the elements causing the increase in proprietorship, nameh 
net operating profit and draw mgs 

Problem I-B 

This problem, may be completed tn the vorkbook in the space provided 
for Problem 3, Chapter I 

John W llson opens a meat market He will sell on account, customers 
to pat in the following month Record the following transactions for 
June in tabular form bimilar to that used in Question 7 of Chapter L 
The headings to be used are as follows (headings are anticipated for July 
transactions) 

Assets = Liabilities + Proprietorship 

Ca*h+Acets Rec.-rMdse -(-Equip — Aects Pa> -J- John Wilson 

(a' In tested cash, $25 000 

(b) Paid cash for equipment, $10 000 

<c) Purchased merchandise on account $18,000 

(dj Sold merchandise costing $15,000 for $25,000 on account. 

(e) Paid cash for operating expenses, $5,000. 

(f) Paid accounts pa j able, $7,500 

(g) 'Withdrew cash, $1,500 
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Mr. Wilson decides to increase his business. He plans to handle 
groceries and vegetables, which will require additional equipment and 
sales clerks. Record the following transactions for July: 

(h) Invested additional cash, $5,000. 

(i) Purchased additional equipment on account, $5,000. 

(j) Collected cash on accounts receivable, $22,500. 

(k) Purchased merchandise on account, $23,000. 

(l) Sold merchandise costing $24,000 for $40,000 on account. 

(m) Paid cash for operating expenses, $6,000. 

(n) Paid accounts payable, $16,500. 

(o) Withdrew cash, $2,000. 

(1) What were the amounts in the proprietorship column after trans- 
actions (a), (g), and (o)? 

(2) What was the net increase in proprietorship for June? for July? 
What were the elements causing the increases? 

(3) What figures in the above transactions will indicate whether or not 
the expansion was profitable? 


CHAPTER 2 


Problem 2-A 


This problem may be completed in the workbook in the space provided 
jor Problem 2, Chapter II. 


On December 31, 1950, the end of a fiscal year, the assets and the 
liabilities of Harold Morgan are as follows: 


Accounts Payable 

. S14,500 

Office Equipment 

$ 6,000 

Accounts Receivable 

. . 10,000 

Office Supplies 

1,300 

Building 

12,000 

Prepaid Insurance 

1,800 

Cash 

2,000 

Store Equipment 

23,000 

Land 

4,000 

Store Supplies 

1,900 

Merchandise Inventory. . 
Mortgage Payable 

18,000 

5,000 

Wages Payable 

. . . . 500 


At the beginning of the fiscal period on January 1, 1950, Harold 
Morgan’s capital was $58,000. During the year he withdrew $13,400. T e 
business showed a net income for the year of $15,400. 


Instructions: (1) Prepare a balance sheet in account form showing Harold 
Morgan’s financial condition on December 31, 19o0, m accordance with the 
illustration on pages 28 and 29. 


(2) Compute the following: 

(a) Current ratio. 

(b) Fixed ratio. 

(c) Owner’s equity. 

(d) Creditors' equity. 

(e) Earning on capital (assume Mr. Morgan 
$800 a month). 


’s sen-ices 


(3) What is the working capital? 


are worth 
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Problem 2-B 

This problem may be completed rn the workbook in the space provided 
for Problem S, Chapter 11 

H A Samuel 1 m ested the following assets in a television and radio 
equipment store cash, $5,000, merchandise inventory, $20,000 Pnor 
to opemng on September 1, 1950, he completed the following transactions 

(a) Purchased building, $17 000 paying $3 000 cash and giving a mort- 
gage for the balance 

(b) Purchased «tore equipment $2,500, paying $1,000 cash and the 
balance on account 

(c) Paid cash for store supplies $150 

(d) Purchased additional merchandise on account, $5 000 
Instructions (1) Prepare a tabulation of the forgoing transactions in an 

equation form similar to that used m Question 7 of Chapte- L The following 
headings are required Assets — Cash, Merchandise Im entory , Store Equip- 
ment, Building, Store Supplies Liabilities — Accounts Pay able. Mortgage 
Payable, Proprietorship — H. A. Samuel 

(2) Prepare a classified balance sheet as of September 1, 1950 


CHAPTER 3 
Problem 3 A 


This problem may be completed in the wot) book in the space provided 
for Problem 2, Chapter III 


The following data include the income and the expenses of Vi llliam 
Evans for the six-month penod ended October 31 of the current year. 

Inventory, May 1 

$ 10,000 

Adi ertising 

$ 250 

Ini entory , October 31 

30,000 

Rent Expense 

4 800 

Sales 

200,000 

Store Supplies Used 

1,000 

Purchases 

150,000 

Office Supplies Used 

500 

Freight In 

10 000 

Expired Insurance 

1,200 

Salaries of Sales Clerks 

24 000 

Misc Selling Expense 

150 

Office Salaries 

8 000 

Misc- General Expense 

100 


Instructions (1) Prepare a classified profit and loss statement for the 
six-month period 

(2) Obtain the following ratios 

(a) Co't of goods sold, gross profit on sale*, total operating expenses, 
and net profit from operations as a percentage of sales 

(b) “Working capital turnover (working capital is $20,000) 

(e) Merchandise tumoi er 

(d) A\ erage age of receivables (accounts receivable, $20,000) 
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Problem 3-B 

This problem may be completed in the toorkbook in the space provided 
for Problem 4, Chapter III. 

On August 1 of the current year Robert Eddy invests $19,000 in cash 
and $11,000 in merchandise in a retail fur store. On August 31 his account- 
ing records show the following assets, liabilities, capital, income, and ex- 
penses: 


Cash 

. $ 7,000 

Purchases 

.. $76,000 

Accounts Receivable 

9,000 

Freight In 

.. 2,000 

Merchandise Inventory. . . 

14,000 

Sales Salaries 

6,750 

Store Equipment 

11,000 

Advertising Expense 

750 

Office Equipment 

8,000 

Store Supplies Used 

. . 1,000 

Store Supplies on Hand . . 

500 

Misc. Selling Expense. . . . 

200 

Office Supplies on Hand. . . 

200 

Rent Expense 

3,750 

Prepaid Insurance 

300 

Office Salaries 

1,800 

Accounts Payable 

10,000 

Office Supplies Used 

200 

Robert Eddy, Capital, 


Expired Insurance 

300 

August 1 

Sales 

30,000 
. 100,000 

Misc. General Expense. . . 

250 


Instructions: (1) Prepare a classified profit and loss statement for the 
month. 

(2) Prepare a classified balance sheet as of August 31. 

(3) Compute the following: 

(a) Current ratio. 

(b) Owner’s equity. 

(c) Creditors’ equity. 

(d) Working capital. 

(e) Merchandise turnover. 

(f) Working capital turnover. 

(g) Earnings on capital (assume Mr. Eddy’s services are worth 
$4,000 a month). 

(h) Cost of goods sold, gross profit on sales, total operating expenses, 
and net profit as a percentage of sales. 


CHAPTER 4 
Problem 4-A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter IV. 

Phyllis Camell plans to operate the Fairfax Stenographic Service. The 
accounts in her ledger are: Cash; Accounts Receivable; Equipment; 
Supplies; Prepaid Insurance; Notes Payable; Accounts Payable; Phyllis 
Camell, Capital; Phyllis Camell, Personal; Stenographic Fees; Salaries; 
Rent Expense; Utilities; Miscellaneous Expense. 

Following are the transactions for June of the current year, the first 
month of operations; 
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(a) Invested cash, $750 

(b) Purchased equipment for $1,000, giving $150 cash and a note pajable 
for the balance 

(c) Purchased supplies on account, $300 

(d) Paid rent for the month, $125 

(e) Cash receipts for the first week, $2o0 

(f) Paid salanes, $145 

(g) Purchased insurance on account $100 

(h) Paid cash for supplies, $50 

(i) Cash receipts for the second week $300 
(J) Paid salanes, $150 

(k) Purchased additional equipment for cash $75 

(l) Paid telephone bill, $25 (Miscellaneous Expense) 

(m) Cash receipts for the third week, $350 

(n) Paid salaries, $200 

(o) Purchased additional equipment on account $375 

(p) Paid cash for supplies $35 

(q) Cash receipts for the balance of the month $325 

(r) Paid salanes, $175 

(s) Paid accounts pa> able $125 

(t) Paid utilities, $20 

(u) Billed clients for work done and charged the accounts recenable 
account, $500 

(v) Withdrew $400 

Instructions (1) Record the foregoing transactions in ‘T accounts 
Identify each debit and each credit by the letter gi\en for that transaction 
(2) Prepare a tnal balance as of June 30 of the current year 


Problem 4-B 

This problem may be completed in the workbook in the space provided 
for Problem 3, Chapter IV 

Stanley Steams operates the 4 S Catenng Service The accounts in 
hxs ledger are Cash , Catenng Equipment, Delivery Equipment, Catenng 
Supplies, Prepaid Insurance Accounts Payable, Stanley Steams, Capital, 
Stanley Steams, Personal, Catenng Income, Food Purchases, Salanes, 
Rent Expense, Gas, Oil, and Delivery Repairs, Utilities, Laundry, 
Miscellaneous Expense On February 1 of the current year Mr. Steams' 
assets, liabilities, and propnetorship were as follows 


Cash 

$ 2 000 

Catenng Equipment 

5,000 

Delivery Equipment 

10,000 

Catenng Supplies 

1,500 

Prepaid Insurance 

500 

Accounts Payable 

3,000 

Stanley Steams, Capital 

16,000 


Instructions (1) Open ‘ T” accounts for all of Mr Stearns’ accounts 
(2) Record the beginning balances in the appropnate accounts Identify 
the balances m these accounts by “Bal ” 
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During the month of February the following transactions were com- 
pleted: 

(a) Paid rent for the month, $300. 

(b) Purchased catering supplies on account, $500. 

(c) Purchased food on account, $1,300. 

(d) Cash receipts for first week, $3,500. 

(e) Paid salaries, $1,250. 

(f) Purchased additional catering equipment on account, $1,000. 

(g) Paid cash for insurance, $100. 

(h) Cash receipts for second week, $2,500. 

(i) Paid salaries, $1,250. 

(j) Purchased food on account, $600. 

(k) Purchased additional delivery equipment for $2,000, giving $500 cash, 
balance on account. 

(l) Cash receipts for third week, $2,800. 

(m) Paid salaries, $1,250. 

(n) Paid accounts payable, $5,000. 

(o) Paid telephone bill, $40. (Miscellaneous Expense) 

(p) Purchased food on account, $2,100. 

(q) Paid laundry, $35. 

(r) Cash receipts for fourth week, $3,200. 

(s) Paid salaries, $1,250. 

(t) Paid gas, oil, and delivery repairs, $275. 

(u) Paid utilities, $50. 

(v) Withdrew $800. 

Instntciions: (3) Record the transactions in the "T" accounts. Identify 
each debit and each credit by the letter given for that transaction in the list 
of transactions. 

(4) Take a trial balance as of the last day of February of the current year. 


CHAPTER 5 


Problem 5-A 


This problem may be completed in the workbook in the space provided 
for Problem 3, Chapter V. 


Bruce Adair operates a realty company, handling the selling and 
renting of real estate for a commission. The balances in the ledger ac- 
counts on December 31, 19 — are as follows: 


Cash $8,000 

Commissions Receivable 2,000 

Equipment 5,000 

Supplies 455 

Prepaid Insurance 720 

Prepaid Rent 1,000 

Notes Payable 1,800 

Accounts Payable 325 


Bruce Adair, Capital $ 9.S35 

Bruce Adair, Personal 12,000 

Commissions Earned 51,500 

Commissions to Salesmen . . . 25,000 

Office Salaries 2,400 

Rent Expense (11 months) . . 5,500 

Utilities 550 

Miscellaneous Expense S35 
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Adjustments for the 3 ear are 
Supplies on band $300 
Expired insurance *360 

Prepaid rent represents first and last months rent ol a two-year lease 
starting January 1 of the current year 
Commissions pay able to salesmen $750 

Instructions (1) Prepare a 10-column work sheet for the annual penod 
Identifv corresponding debits and credits in the adjustment columns with 
the same ’etter 

(2) Prepare a profit and loss statement and a balance sheet in report form- 

(3) (a) What per cent of commissions earned is paid to salesmen 7 

(b) What percentage of gross income is retained by Mr \dair 7 

Problem 5 B 

This problem may be completed m the workbook in the space provided 
for Problem It Chapter V 

On October 1 of the current tear Moms Lasky opened the Lasky 
X Pay Laboratory The accounts in his ledger are as follows Cash 
Accounts Recerv able Laborator3 Equipment Laboratory Supplies Pre- 
paid Insurance Prepaid Rent Notes Payable Accounts Paj able. Moms 
Lasky Capital Moms Laskj Personal X Ray Laboratory Fees Tech 
m cians Salaries Utilities Miscellaneous Expense 

During the month of October the transactions were 

(a) In\ ested the following Cash $1 8o0 Laboratory Equipment $0 000 
Laboratory Supplies $650 Notes Payable $3 000 

(b) Paid cash for four months rent in advance $1 000 

(c) Purchased laboratory equipment on account $6 9 o 

(d) Paid cash for insurance $360 

(e) Purchased laborato y supplies on account $135 

(f) Cash receipts $1 200 

(g) Paid two weeks technicians’ salaries $750 

(h) Paid cash for laboratory supplies $60 

(1) Paid cash for telephone $35 (Miscellaneous Expense) 

0) Cash receipt" $1 S00 

(k) Paid tw o w eeks technicians salaries $7o0 

(l) Purchased laboratory supplies on account $50 

(m) Paid cash for utilities $60 

(n) Withdrew $f00 

(o) Laboratory fees not paid for $500 

At the end of the month the following adjustments were required 
Laboratory supplies on band $450 
Expired insurance $30 

Rent — assume that transaction (b) occurred on October 1 
Technicians salaries payable $375 

Instructions (11 Record the foregoing transactions in T accounts. 
Identify corresponding entries by the letter gn en for that transaction 

( 9 ) Prepare a tnal balance as of October 31 in the first tw o columns of a 
10-column work sheet 

(3) Complete the 10-eolumn work sheet 

(4) Prepare a profit and loss statement and a balance sheet in report form. 
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CHAPTER 6 
Problem G-A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter VI. 

Charles Canfield is the owner of the Children’s Amusement Park. 
On December 31 of the current year the balances in his general ledger 
accounts are as follows: 


Accounts Payable 

$ 575 

Miscellaneous Expense 

$ 325 

Buildings 

2,500 

Prepaid Insurance 

480 

Cash 

1,250 

Receipts 

12,000 

Charles Canfield, Capital .... 

5,130 

Rent of Land 

1,200 

Charles Canfield, Personal (dr.) 

3,600 

Salaries 

4,500 

Equipment 

3,500 

Supplies ... 

350 


Adjustments: 

Supplies on Hand, $150. 

Insurance Expired, $160. 

Salaries Payable, $300. 

Rent Payable, additional rent on land, 5% of receipts. 

Instructions: (1) Record the December 31 balances in the accounts. 
Accounts required for this problem are: Cash; Equipment; Buildings; 
Supplies; Prepaid Insurance; Accounts Payable; Salaries Payable; Rent 
Payable; Charles Canfield, Capital; Charles Canfield, Personal; Profit and 
Loss Summary; Receipts; Salaries; Rent of Land; Supplies Used; Expired 
Insurance; Miscellaneous Expense. 

(2) Prepare a trial balance in the first two columns of a ten-column work 
sheet and complete the work sheet. Prepare a profit and loss statement for 
the year and a balance sheet as of December 31 of the current year. 

(3) Record the adjusting and the closing entries, and post to the ledger. 
Close the personal account to the capital account. 

(4) Rule and balance the ledger accounts. 

(5) Take a post-closing trial balance. 


Problem G-B 

This problem may be completed in the workbook in the space provided 
for Problem S, Chapter VI. 

Louis Franklin on September 1 of the current year commenced business 
as the Wilshire Landscape Architects. The following transactions took 
place during the month : 

Sept. 1. Invested cash, $10,000. 

1. Purchased two trucks for cash, $5,000. 

2. Paid the first four months’ rent, $1,000. 

4. Collected fees, $500. 

7. Paid insurance premiums for one year, $360. 

10. Collected fees, $400. 

12. Purchased equipment on account, $S20. 

14. Paid two weeks' salaries, $900. 
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16 Collected fees $350 

19 Paid cash for supplies, $240 

20 Collected fees, $250 

21 Paid cash for telephone and other nuscellaneou 0 expenses, $40 
24 Purchased supplies on account, $90 

28 Paid two weeks salaries, $900 

28 Paid accounts payable $470 

30 Withdrew $500 for personal use 

30 Billed fees $2 400 (Debit Accounts Receiv able ) 

End of-month adjustments 

Supplies Inventory, $50 

Prepaid Insurance and Prepaid Rent (see original transactions) 

Salaries Payable for September 29 and 30 $300 

Instructions (1) Record the beginning investment and the transactions 
in the journal and post to the ledger The accounts required are Cash, 
Accounts Receiv able Equipment Trucks Supplies, Prepaid Insurance, 
Prepaid Rent, Accounts Payable Salaries Payable, Louis Franklm, Capital, 
Louis Franklin, Personal Profit and Loss Summary, Fees, Salaries, Rent 
Expense, Supplies Used Expired Insurance Miscellaneous Expense 

(2) Prepare a trial balance in the first two columns of a ten-column work 
sheet and complete the work sheet Prepare a profit and loss statement and 
a balance sheet m report form for the month 

(3) Record the adjusting and the closing entries, and post to the ledger 
Close the personal account to the capital account 

(4) Rule and balance the ledger accounts 

(5) Take a post-clo°ing trial balance 


CHAPTER 7 
Problem 7 A 

This problem may be completed in the i corkbook in the space provided 
for Problem 2, Chapter VII 

During Apnl of the current year H F Rogers, owner of the Utility 
Ijump Owmpari'j , + Jwt 'sdhawnfg *swiBsm}cG!ssi, 

April 1 Invested the following Cash, $5 000, Store Equipment, $1,500, 
Accounts Payable — Gumps, Inc $1,000 (terms n 60, date of 
invoice March 31) 

2 Purchased additional store equipment on account from Gumps, Inc , 
invoice dated Apnl 1, terms n 60, $500 (Number purchases 
from 601 ) 

5 Purchased merchandise on account from Hollywood Art Co, in- 
voice dated Apnl 4, 2 10 eom, $150 
10 Purchased store supplies on account from X &. Y Service Supplies, 
invoice dated Apnl 9, terms n 30, $275 
10 Purchased merchandise on account from National Lighting Outfits, 
invoice dated Apnl 10, 1/5 eom, $375 
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April 15. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 13, n 30, $85. 

15. Returned merchandise to National Lighting Outfits, $75. 

16. Purchased merchandise on account from Hollywood Art Co., in- 
voice dated April 15, 2 10 eom, $75. 

19. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 19, n 30, $35. 

20. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 19, 1 5 eom, $125. 

25. Purchased merchandise on account from Sylvia Lamp and Shade 
Co., invoice dated April 24, 1 10, n 30, $2,400. 

25. Returned store supplies to X & Y Service Supplies, $25. 

27. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 27, 1 5 eom, $1,200. 

28. Purchased store supplies on account from X & Y Service Supplies, 
invoice dated April 26, terms n 30, $350. 

29. Purchased merchandise on account from Ken Chinese Lamps, 
invoice dated April 28, 2 10, n 60, $550. 

Instructions: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the following accounts in the general lodger, using the page 
numbers indicated: 


Store Equipment . . Page 10 Accounts Payable Page 20 

Store Supplies Page 16 Purchases .... Page 30 

Office Supplies. . . . Page 17 Purchases Returns and 

Allowances Page 31 


Also open the following accounts in the accounts payable ledger: Gumps, 
Inc.; Hollywood Art Co.; Ken Chinese Lamps; National Lighting Outfits; 
Sylvia Lamp and Shade Co.; Woodworth Stationery Co.; and X & Y Service 
Supplies. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger (except Cash and H. F. Rogers, Capital). 

(4) Prepare a schedule of accounts payable. 


CHAPTER S 
Problem 8-A 

Tim problem may be completed in the workbook in the space provided 
for Problem 1, Chapter VIII. 

During August of the current year William Murray, owner of a whole- 
sale novelty firm, completed the transactions given below. The terms of 
all sales were 2/10, n/30. 

August 2. Sold merchandise on account to George Hall, 130 W. Oak Street, 
sale No. 102, $675. 



612 


ACCOUNTING PRINCIPLES 


August 9 Sold merchandise oo account to W arren Wills, 575 E 7th Street, 
sale No 103, $80 

12 Sold merchandise on account to Albert Smith 8023 N Walnut 
Blvd , sale No 104, 513a 

16 Sold merchandise on account to George Hall sale No 105, $90 

18 Issued credit memorandum for $75 to George Hall for merchandise 
returned bj him. 

19 Sold merchandise on account to John Thompson, 670 S Orange 
Ave sale No 106 $So0 

21 Sold merchandise on account to Albert Smith sale No 107, $170 

26 Issued credit memorandum for $150 to John Thompson for 
merchandise returned b\ him 

28 Sold merchandise on account to John Thompson, sale No 108, 
$45 

31 Sold merchandise on account to Yv arren Wills, sale No 109, $975 


In^tructtons (1) Record the above transactions in a sales journal similar 
to the one illustrated on page 129 and in a general journal 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 


Accounts Recew able Page 5 Sales Returns and Allow- 

Sales Page 27 ances Page 28 

Mso open the following accounts in the accounts receivable ledger 
George Hall Albert Smith John Thompson Warren TV ills 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger 

(4) Prepare a schedule of accounts receiv able 


Problem 8 B 

This problem may be completed in the workbook in the space provided 
/or Problem 2, Chapter VIII 

During December of the current jear the Spear mercantile Co 
completed the following transactions The terms of all sales were 2 /10 eom 
Dec 1 Sold merchandise on account to ABC Construction Co Kansas 
Citj , sale No 70o $580 

3 Sold merchandise on account to Miller Manufacturing Co , Chicago, 
sale No 706, $760 

5 Issued credit memorandum No 37 for $140 to ABC Construction 
Co for merchandise returned b> it 

7 Sold merchandise on account to Fowler <£. Jones, Denver, sale 
No 707, $2,500 

12 Sold merchandise on account to Towle Industries, Los Angeles, 
sale No 708, $1,250 

15 Issued credit memorandum No 38 for $100 to Miller Manufacturing 
Co for merchandise returned bj it 

16 Sold merchandise on account to ABC Construction Co , sale No 709, 
$1,500 

19 Sold merchandise on account to J W Keene New York, sale 
No 710, $895 
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Dec. 21. Issued credit memorandum No. 39 for $125 to Towle Industries for 
merchandise returned by them. 

21. Sold merchandise on account to Atlas Corporation, Baltimore, sale 
No. 711, $3,055. 

25. Sold merchandise on account to J. W. Keene, sale No. 712, $2,890. 

26. Sold merchandise on account to Brown, Inc., Jacksonville, sale 
No. 713, $695. 

29. Issued credit memorandum No. 40 for $55 to Atlas Corporation for 
merchandise returned by it. 

Instructions: (1) Record the above transactions in a sales journal and a 
sales returns and allowances j'ournal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Accounts Receivable Page 5 Sales Returns and Allow- 

Sales Page 28 ances . . Page 29 

Also open the following accounts in the accounts receivable ledger: 
ABC Construction Co.; Atlas Corporation; Brown, Inc.; Fowler and Jones; 
J. W. Keene; Miller Manufacturing Co.; Towle Industries. 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts receivable. 


CHAPTER 9 
Problem 9-A 

This problem may be completed in the workbook m (he space provided 
for Problem S, Chapter IX. 

In this problem you are to record and post the transactions of Ai thur 
Godfrey, who began business on August 1 of the current year. 

Instructions: (1) Open the following accounts in the general ledger, 
using the page numbers indicated: 


Cash Page 1 

Accounts Receivable Page 2 

Store Equipment Page 3 

Office Equipment Page 4 

Store Supplies Page 5 

Office Supplies Page 6 

Prepaid Rent Page 7 

Accounts Payable Page 8 

Arthur Godfrey, Capital . . . Page 9 

Arthur Godfrey, Personal. . Page 10 


and Allow- 


Sales Returns 

ances 

Purchases . 

Purchases Returns and 
Allowances ... 

Sales Salaries 

Office Salaries .... 
Misc. General Expense 
Purchases Discount . 
Sales Discount 


Page 12 
Page 13 

Page 14 
Page 15 
Page 16 
Page 17 
Page 18 
Page 19 


Sales . . Page 11 

(2) Open the following accounts in the accounts receivable ledger: Janet 
Dairs; Bruce Jackson; Peter Lawson; John Wylie. 
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(3) Open the following accounts in the accounts payable ledger Walter 
Crockett Kelh Corporation Paul Lawrence William Snyder Anthony 
Tyler Willett Inc 

<i) Record the transactions in a purchases journal similar to the one 
illustrated on pages 122 and 123 a purchases returns and allowances journal 
page 120 a sales journal page 129 a «ales returns and allowances journal 
page 13o a cash receipts journal page 140 and a cash payments journal 
page 14o \umber the im oices for purchases on account the in\ oices for 
sales on account and the credit memorandums issued beginning with 1 
Aug 1 In\ ested $9 000 cash 

1 Paid rent for two months $600 

1 Sold merchandise on account to Janet Dairs Baltimore $1 000 
The terms of all sales on account are 1 10 n 3Q 

2 Purchased merchandise on account from Anthony Tyler Chicago 
S3 400 invoice dated Aug 1 erms 1 10 n 30 

4 Purchased merchandise for cash $o00 

5 Purchased store supplies on account from Kelly Corporation, 
New York City Sol invoice dated Aug 5 terms net 30 days 

5 Received credit from Anthony Tvler for merchandise returned to 
him $lo0 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger 

8 Received S990 from Janet Dairs for invoice of Aug 1 less discount 

8 Sold merchandise on account to Bruce Jackson Kansas City $700 

10 Purchased merchandise on account from William Snyder Detroit 
$3 200 in\oice dated Aug 9 terms 2 10 n 30 

10 Cash sales for Aug 1 10 $1 6o0 

10 Sent a check to Anthony Tiler in pa\ ment of invoice of Aug 1 less 
the return of Aug 5 and less discount Note that the amount of 
the return mu3t be subtracted from the lare of the invoice before 
the discount is calculated ) 

11 Purchased office equipment on account from Willett Inc San Fran 
cisco $1 500 ini oice dated Aug 10 terms net 60 da\« 

13 Receiv ed cred t from W illiam Sny der for merchandise returned to 
him *120 

13 Sold merchand se on account to John Wyhe Denier $oo0 

13 Purchased office supplies on account from Willett Inc $145 
invoice dated Aug 13 terms net 30 days 

Post from all ipurnals to the accounts receivable ledger and the 
accounts payable ledger 

15 Paid semimonthly salaries as follows office salaries $170 sales 
salaries $450 

15 Purchased merchandise on account from Anthony Tyler $2 600, 
ini oice dated Aug 13 terms 1 10 n 30 
18 Allowed John Wylie credit for merchandise returned $70 

18 Sent a check to W illiam Sny der in payment of invoice of Aug 9 less 
credit for merchandise returned Aug 13 and less discount 

19 Received $70 cash for merchandise that was purchased for cash and 
later returned 

19 Received credit from Anthony Tyler for allowance on damaged 
merchandise $60 
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Aug. 20. Sold merchandise on account to Bruce Jackson, $900. 

20. Cash sales for Aug. 11-20, $1,550. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Walter Crockett, 
Houston, $1,300; invoice dated Aug. 20; terms, net 60 days. 

23. Sent a check to Anthony Tyler in payment of invoice of Aug. 13 
less allowance received on Aug. 19 and less discount. 

25. Allowed Bruce Jackson credit for damaged merchandise, $40. 

26. Purchased store supplies on account from Kelly Corporation, $70; 
invoice dated Aug. 26; terms, net 30 days. 

27. Sold merchandise on account to Peter Lawson, Miami Beach, $1,360. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

29. Received $700 from Bruce Jackson in payment of invoice of Aug. 8. 

29. Paid utility bills, $50. 

29. Purchased office supplies on account from Paul Lawrence, Cleveland, 
$80; invoice dated Aug. 29; terms, net 30 days. 

30. Sent a check to Kelly Corporation in payment of invoice of Aug. 5. 

30. Received $851.40 from Bruce Jackson for invoice of Aug. 20 less 
allowance granted on Aug. 25 and less discount. 

31. Paid' semimonthly salaries as follows: office salaries, $170; sales 
salaries, $450. 

31. Withdrew $400 for personal use. 

31. Cash sales for Aug. 21-31, $1,500. 

Instructions: (5) Post from the six journals to the accounts receivable 
ledger, the accounts payable ledger, and the general ledger. 

(6) Prepare a trial balance as of August 31. 

(7) Prepare a schedule of accounts receivable and a schedule of accounts 
payable. 


Problem 9-B 

This problem may be completed in the workbook in the space prodded 
for Problem J,, Chapter IX. 

Ralph Clark’s bank statement for June showed a balance of $1,110.25 
on June 30. His checkbook on that date showed a balance of $821.46. 

On comparing the canceled checks with his check stubs he found that 
the following checks had not been returned by the bank: No. 213, $49.75; 
No. 215, $25; No. 218, $130.50; No. 219, $90.S9. He also discovered that 
one of the canceled checks, No. 20S, for $32.50, had been recorded on the 
checkbook stub as $52.50. A deposit of $221.50 on June 15 had not been 
recorded in the checkbook. A service charge of $1.35 and a counter check 
for $50 had not been recorded in the checkbook. The checkbook record 
included a deposit of $197.50, mailed to the bank on June 30, which did 
not appear on the bank statement. 

Instructions: Prepare a reconciliation of the bank statement. 
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CHAPTER 10 
Problem 10-A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter X 

The account balances in the ledger of Henry C Abbott on June 30, 


the end of the fiscal year 

were as follows 


Cash 

$ 6100 

Sales Returns and Allow 

$ 5 000 

Accounts Receivable 

14 600 

Purchases 

126,000 

Merchandise Inventory 

lo 000 

Freight In 

4,000 

Equipment 

5 000 

Sales Salanes 

11,750 

Store Supplies 

900 

Advertising 

4,100 

Office Supplies 

500 

Misc Selling Expense 

3,500 

Prepaid Insurance 

900 

Office Salanes 

2,950 

Accounts Payable 

10,100 

Rent Expense 

1,800 

Henry C Abbott Capital 

28 500 

Misc General Expense 

2 000 

Henry C Abbott, Personal 


Purchases Discount 

2,400 

(dr 1 

1,200 

Sales Discount 

700 

Sales 

165 000 




The data for adjustments at the end of the year are: 

Merchandise inventory $25,000 * 

Supplies inventories 
Store supplies, $300 
Office supplies, $100 
Prepaid insurance expired, $650 
Prepaid advertising, $500 
Accrued salaries 
Sales salaries, $250 
Office salanes $50 

Instructions (1) Prepare an eight-column work sheet for the yearly 
fiscal period 

(2) Prepare a classified profit and los3 statement and a classified balance 
sheet 

(3) Record the adjusting entries m a general journal 

(4) Record the reversing entries as of the beginning of the new fiscal period 


Problem 10-B 

This problem may be completed m the i corkbook in the space provided 
for Problem 3, Chapter X 

The accounts and them balances in the ledger of Robert Mitchell at 


December 31 of the current jear were as follows: 


Cash 

$ 10,000 

Building 

$10,000 

Accounts Receivable 

30,000 

Land 

2,500 

Merchandise Inventory 

40,000 

Store Supplies 

600 

Store Equipment 

5,000 

Office Supplies 

440 

Office Equipment 

1,500 

Prepaid Insurance 

965 



SUPPLEMENTARY PROBLEMS 


617 


Accounts Payable 

Salaries Payable 

Taxes Payable 

Mortgage Payable 

Robert Mitchell, Capital . 
Robert Mitchell, Personal 

(dr.) 

Profit & Loss Summary. . . . 

Sales 

Sales Returns & Allowances 

Purchases 

Freight In 

Purchases Ret. and Allow. . . 

Sales Salaries 

Advertising 


$ 28,000 

Store Supplies Used 

_ 

— 

Insurance Expense on Mdse. 



— 

Insurance Expense on Store 


8,000 

Equipment 



62,210 

Misc. Selling Expense 

$ 150 


Office Salaries 

8,900 

3,800 

Taxes . .... 

130 

— 

Office Supplies Used . . . 


182,500 

Insurance Expense on Office 


2,500 

Equipment 

— 

146,250 

Insurance Expense on Build- 


. 6,000 

ing 

— 

. 1,250 

Misc. General Expense 

775 

. 9,200 

Purchases Discount 

2,000 

. 4,250 

Sales Discount 

1,000 


The data for adjustments on December 31 were as follows: 


Merchandise inventory $56,000 

Inventories of supplies: 

Store supplies 230 

Office supplies 170 

Prepaid insurance expired: 

On merchandise. . $180 

On store equipment 50 

On office equipment 15 

On building 120 365 


Salaries payable: 

Sales salaries $S00 

Office salaries 700 1,500 


Taxes payable ..... 90 


Instructions: (1) Open an account in the ledger for each account listed. 
Enter the balances in the appropriate accounts under date of December 31. 

(2) Prepare an eight-column work sheet for the fiscal period. 

(3) Prepare a profit, and loss statement and a balance sheet. 

(4) Record the adjusting entries in a general journal and post to the 
ledger accounts. 

(5) Record the closing entries and post to the ledger accounts. 

(6) Rule and balance the ledger accounts. 

(7) Prepare a post-closing trial balance. 

(S) Record the reversing entries as of January 1 and post to the ledger 
accounts. 


CHAPTER 11 
Problem 11-A 

This problem may be completed in the workbook in the space provided 
for Problem 1, Chapter XL 
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The notes receivable and notes payable accounts of J B. Rose are 
given below Assume that each unpaid note is paid on the date it is due. 

Notes Receivable 

19 - 19 

May 7 5/3 —60 day 6 % 1,800 June 12 900 

16 5/13—30 day 8% 900 

June 5 6/1—2 mo 7% 1,350 

17 6/16—30 day 6% 1,500 

July 3 7 6 —30 day 6 % 750 

23 7 15—60 day 8% 2,160 

Notes Payable 

19^ 19-- 

June 14 1,500 May 1 5 1 —2 mo 6% 3,000 

15 5/15—30 day 6% 1,500 

I June 9 6 7 —60 day 7% 2,250 

20 6/16—30 day 8% 900 

1 July 9 7 9 —60 day 6% 2,700 

I 21 7 21—30 day 6 % 750 

Instructions Record the entries required by these receipts and payments 
in a cash receipts journal and a cash payments journal with columns similar 
to those illustrated m this chapter 

Problem 11-B 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XI 

John A Nelson completed the transactions listed below, among others, 
during a three-month fiscal period 

Apr 1 Received from J E Moore, a customer, a 60-day noninterest- 
bearing note for $3,000, dated April 1 
15 Discounted at the Central Trust Bank at 6% his own 90-day note 
for $1,000 

18 Discounted at the Central Trust Bank at 6% the note received 
from J E Moore, dated April 1 

20 Gave A E Rogers, a creditor, a 60 day, 6% note for $2,000 
May 2 Discounted at the Central Trust Bank at 6% a 6% note for $4,000 
received from D Engel on March 1, due in six months 
11 Received from R A Clark, a customer, a 20-day, 4% note for 
$6,000, dated May 9 

31. Received payment fiom R A Clark for the note of May 11 
June 2 Notified by the Central Trust Bank of the dishonor of the note of 
April 1 signed by J E Moore Paid the bank the face value of the 
note and a $5 protest fee 

18 Paid amount owed on note issued to A E Rogers dated April 20 

24 Receiv ed payment from J E Moore for the note of April 1 including 
interest of $12 from the date of maturity. 

Instructions Record the transactions in a cash receipts journal, a cash 
payments journal, and a general journal like the ones m Chapter XI. I Q 
discounting notes, use the actual number of days to maturity. 
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CHAPTER 12 
Problem 12-A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XII. 

The balances in the income and expense accounts of Donald Bourn 
for the year ended December 31, before adjustments, are: 


Sales $88,000 

Purchases 74,500 

Sales Salaries 6,400 

Misc. Selling Expense 560 

Rent Expense 2,200 

Office Salaries 2,400 

Misc. General Expense . . . 700 

Interest Income 300 


Adjusting entries based on the following information are required in 
order to determine the profit or loss for the year. 

(a) Merchandise inventories: January 1, $11,500; December 31, $17,680. 

(b) Office supplies used, $185. 

(c) Insurance on store equipment and merchandise, amount expired, $120. 

(d) Three months’ rent, $900, paid December 1 and charged to Prepaid 
Rent, 

(e) Additional sales salaries, $300; office salaries, $200. 

(f) Taxes payable, $75. 

(g) Interest for 15 days at 8 per cent on a customer’s note for $6,000. 

Instructions: (1) Prepare adjusting journal entries. 

(2) Open a profit and loss summary account and income and expense 
accounts. In addition to those listed above with December 31 balances before 
adjustments, accounts will be needed for Expired Insurance on Store Equip- 
ment and Merchandise; Tax Expense; and Office Supplies Used. Arrange 
these accounts in the proper order. 

(3) Record the December 31 balances in the proper accounts and post to 
the profit and loss summary account and to the income and expense accounts. 

(4) Prepare a classified profit and loss statement. 


Problem 12-B 

This problem may be completed in the workbook in the space provided 
for Problem 3, Chapter XII. 

The balances in the ledger accounts of N. Cole for the month ended 
May 31, 1950, before adjustments are: 



620 


ACCOUNTING PRINCIPLES 


Cash C 6 -20 Sales $30 000 

Notes Receivable 1 S00 Purchases 15 400 

Merchandise Inventory 2a 000 Freight In 600 

Store Snppl es 649 Selling Expenses (Control) 3 830 

Prepaid Insurance 2 500 General Expenses (Control) 4 0 

Prepaid Rent 3 000 Interest Income 29 

Notes Pa\ able 15 000 Interest Expense 60 

N Cole Cap tal 15 000 


The data for adjustments are 

(a) Merchandise mi enton Mav 31 *21 000 

(b) Store 'uppl es u=ed <340 Selling Expenses) 

(c) Insurance expired $60 General Expenses) 

(d) Three months rent $3 000 paid Mai 1 and charged to Prepaid 
Rent (General Expenses 

(e) Additional sales salaries ?o00 Selling Expenses) 

(f) Interest for °0 da\s at 6 per cent on customer s note for $1 800 

(g) Interest at 6 per cent for 30 davs on a note payable of $15 000 
Infractions l'l Prepare an 8-column work sheet for the month ended 

Mav 31 19o0 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record adjusting closing and re\ ersmg entne3 


CHAPTER 13 
Problem 13 * 

This problem may be conplcted tn the irorkbool in the space provided 
for Problcn 1 Chapter \III 

The following transactions were selected from tho e completed by 
Lee Robertson 

Dec 31 1948 Recorded the provision for loss from bad debts at 1% of sales 
of $o00 000 

Mai 18 1949 Wrote off the account of Mark Allen $1 oOO as uncollectible. 
Sept. 1 1949 David Burke paid 60 cents on the dollar on bis $o00 account. 

The balance of the account was written off as uncollectible. 
Dec 31 1949 Recorded the provision for loss from bad debts at of 1*7 
of sales of $350 000 

Mar 1 19o0 Wrote off the account of Paul Derricks 000 as uncol 
lectible 

Aug 16 1950 Received $200 from David Burke m payment of his account 
written off on September 1 1949 

Dec 31 19o0 Recorded the provision for loss Irom bad debts at y> of 1^ 
of sales of $525 000 

Infn e/towc (1) Record the foregoing transactions m general journal 
form 

(°) Open a resen e for bad debts account. Post the journal entries to 
the account and rule and balance the account at the end of 1949 and 19-»0 
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Problem 13-B 

This problem may be completed in the workbook in the space prorided 
for Problem 2, Chapter XIII. 

The account balances in the ledger of Harold Ruggles on December 31, 


the end of the fiscal year, were as follows: 


Cash 

$ 17,100 

Sales Returns and Allow.. . 

$ 6,000 

Accounts Receivable 

45,000 

Purchases 

375,000 

Reserve for Bad Debts 

2,100 

Freight In 

9,000 

Merchandise Inventory 

48,000 

Sales Salaries 

36,000 

Furniture and Fixtures. . . . 

18,000 

Advertising 

12,000 

Store Supplies 

3,600 

Misc. Selling Expense. . . . 

10,800 

Office Supplies 

1,800 

Office Salaries 

9,000 

Prepaid Insurance 

2,400 

Rent. . . . 

5,400 

Notes Payable 

30,000 

Misc. General Expense. . . 

6,300 

Accounts Payable 

24,300 

Purchases Discount 

7,500 

H. Ruggles, Capital 

61,800 

Interest Income 

600 

H. Ruggles, Personal (dr.) . . 

3,000 

Sales Discount 

2,400 

Sales 

486,000 

Interest Expense 

1,500 

The data for adjustments are: 



Bad debts, of 1% of gross 


Office supplies inventory. . , 

. .. $ 300 

sales 


Expired insurance 

. . . 1,800 

Merchandise inventory 

$72,000 

Prepaid advertising 

1,500 

Store supplies inventory . . . 

900 

Interest payable 

300 


Instructions: (1) Prepare an 8-column work sheet for the current year. 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record the adjusting entries. 


CHAPTER 14 
Problem 14 -A 

This problem may be completed in the workbook in the space provided 
for Problem S, Chapter XIV. 

Victor Reynolds operates a frozen-food business. During the years 
1949-51 the following transactions relating to his refrigerator display 
cabinets took place: 

Apr. 1, 1949. Purchased one Alaska Cabinet for cash, $7,200. The estimated 
life was 6 years. 

July 1, 1949. Purchased a Zero Case for cash, $4,000. The estimated life 
was 5 years. 

Dec. 31, 1949. The adjusting entry was made to record depreciation for the 
year. 

July 1, 1950. The Alaska Cabinet was traded in on a new Cold-Air Cabinet. 

The list price of the new cabinet was $8,400 with $4,000 
allowed on the old cabinet and the balance paid in cash. The 
new cabinet has an estimated life of 7 years. (Record the 
transaction as if the cabinet had been sold for the trade-in 
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Dec 31, 1950 The adjusting entry was made to record depreciation for the 
year 

July 1, 1951 The Zero Case was sold for $2,400 cash and a new Frozen-Air 
Case was purchased for cash, $6,000 The new cabinet was 
estimated to have a 6 year life 

Dec 31, 1951 The adjusting entry was made to record depreciation for the 
year 

Instructions (1) Journalize the foregoing transactions 

(2) Open general ledger controlling accounts for Refrigerator Display 
Cabinets and Reserve for Depreciation of Refrigerator Display Cabinets 
Post to these two accounts 

(3) Set up a separate account in the subsidiary ledger for each cabinet 
After each transaction, record all the necessary details m the subsidiary ledger 
accounts 

(4) Reconcile the balances in the two control accounts with the details 
found in the subsidiary cabinet ledger as of December 31, 1951 

(5) Record the transaction of July 1, 1950 according to the method 
required for income tax purposes, but do not post to the accounts 


Problem 14-B 

This problem may be completed in the workbook m the space provided 
for Problem J,, Chapter XIV 

The account balances in the ledger of Max Samuel on December 31, 
the end of the fiscal year, were as follows 


Cash $21,000 

Accounts Receivable 74,480 

Reserve for Bad Debts 1,200 

Merchandise Inventory 60,000 

Store Fixtures 40,000 

Reserve for Depreciation of 

Store Fixtures 8,000 

Office Fixtures 8,000 

Reserve for Depreciation of 
Office Fixtures 3,200 

Store Supplies 8 000 

Office Supplies 3,200 

Prepaid Insurance 4,800 

Notes Payable 48 000 

Accounts Payable 72,800 


The data for adjustments are: 

Bad Debts, an additional of 1% 
of sales 

Merchandise inventory, $100,000 
Depreciation of store fixtures, 10% 
Depreciation of office fixtures 20% 


Max Samuel, Capital 

$100,000 

Max Samuel, Personal (dr ) 

12,000 

Sales 

400 000 

Purchases 

340,000 

Freight In 

20,000 

Sales Salaries 

12,000 

Advertising Expense 

8 000 

Misc Selling Expense 

4,000 

Office Salaries 

6,000 

Rent Expense 

7,200 

Misc General Expense 

6,800 

Purchases Discount 

6,800 

Sales Discount 

1,440 

Interest Expense ... . 

3 0S0 


Store supplies inventory, $1,600 
Office supplies inventory, $800 
Expired insurance, $3,600 
Interest accrued on notes payable, 


$280 

Instructions (1) Prepare an 8-column work sheet 

(2) Prepare a profit and loss statement and a balance sheet 

(3) Record the adjusting, closing, and reversing entries 
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CHAPTER 15 
Problem 15-A 

This problem may be completed in the workbook in the space provided 
for Problem 1, Chapter XV. 

The following transactions involving petty cash were completed by 
the Jefferson Equipment Company during the month of August: 

Aug. 1. Drew check No. 224 for $20 to establish a petty cash fund. 

4. Paid $3.50 to have sales letters mimeographed. 

6. Paid the charges on a telegram received, 90 cents. 

8. Paid $4.50 for twine for use in the store. 

10. Gave 50 cents to a boy for delivering a package to a customer. 

15. Gave Leon Wiedemer $4.50 for painting an advertising poster. 

23. Paid 48 cents for having letters registered. 

29. Paid $3.75 for repairs on a typewriter. 

31. Drew check No. 256 to replenish the petty cash fund. 

Instructions: (1) Record the check to establish the petty cash fund in 
a check register. Enter the amount of the fund in a petty cash book having 
the same form and columns as the book illustrated on page 259 of the text, 
and then record the payments in this book. 

(2) Total and rule the columns of the petty cash book and bring down the 
balance. Record the replenishing check in the check register, the general 
journal, and the petty cash book. 


Problem I5-B 

This problem may be completed in the workbook in the space provided 
for Problem 5, Chapter XV. 

D. Harrington’s accounting records include a check register, a petty 
cash book, and an insurance policy register similar to those illustrated in 
the text, and a two-column general journal. 

The following transactions were among those completed in August, 
1950: 

Aug. 1. Issued check No. 722 to establish a petty cash fund, $50. 

1. Issued check No. 723 to Price, Inc. for August rent, $500. 

2. Issued check No. 724 in the amount of $240 to the Bedford Insurance 
Agency for Policy No. 86549 with the Atlas Indemnity Co. The 
policy, dated August 1, 1950, and effective for one year, is a surety 
bond' on Harrington's employees and gives him protection of $10,000. 

4. Issued check No. 725 to Bedford Insurance Agency for two insurance 
policies. One policy. No. M98364, is with the Aetna Fire Insurance 
Co., covers merchandise for $140,000, has a premium of $1,440, and 
is effective for three years from August 1, 1950. The second policy. 
No. F206S, is with the same company, covers equipment for $40,000, 
has a premium of $192, and is effective for one year from August 1, 
1950. 

6. Paid $10 out of petty cash for stamps (Office Supplies). 

5. Issued check No. 726 for $10,000 in payment of a note payable to 
the City National Bank. 
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Aug 10 

12 . 

14 

14 

1 " 

19 

24 

2G 

31 

31 

31 

n 


Paid Iron petty cash express cha-ges of So on a shipment of me- 
chandise received (Freight In) 

P 2 jd $3 irem pettv cash for a le egrzm. 

Spoiled check No "27 

Issued check No 728 t-o Pi\e-s Manufacturing Co for imoice of 
*6 000 less discount. 

Paid $1 from pettv cash for messenger service. 

Paid $8 from petti ca e h fo' flotre-s used during the month m 
counte- displays (Miscellaneous Selling Expense) 

Issued check No "29 to Seders, Inc- fo* mioice o f 58 009 less 1°^ 
discount. 

Paid $o from petU cash for repairs to ca*h register (Miscellaneous 
Selling Expense 
Spoiled check No "30 

Issued check No "31 for salanes and wages of 51 650 
Issued check No "32 to replenish the pettj cash fund. 

Issued check No "33 to D Hamngton for personal use 54 1>9 


Inervehont 1) Pecord the foregoing transactions. To r petty cash 
replenishment rule and foot the pett\ cash book and prepare a general 
journal ent-i for the expense distribution 

(2) Enter and distribute insurance policy premiums for the balance of 
the year Prepare a journal ent-\ to adjust prepaid insurance on August 31. 

(3) Rule and foot the che-k register 

(4) The bank statement fo August shows an August 31 bank balance of 
$16 800 With the exception of Nos. "29 and "33 all checks were resumed 
with the statement. The cash account has an August 31 balance of 5 B ,430 
Prepare a bank reconciliation. 


CHAPTER 16 
Problem 16 A 

This problem may be completed in th e u orhbooh m the space provided 
for Problem 2 Chapter XVI 

Norman Paul opened a retail grocer} business on June I He will us® 
the voucher system. All bilL> are to be paid upon receipt of invoice or 
within the discount period The following transactions were selected 
from those completed during June 

June 1 Issued check No 1 for 5°00 to Ralph, Inc in pavment of store rent 
for June (Number the louchere beginning with 1 ) 

1 Bought store equipment from Beckett Equipment Co., $3 090, 
terms 2/10 n 30 

1 Issued check No 2 for 560 to the ABC Produce Co fo- fruits and 
i egetables 

2. Issued check No 3 for SloO to H. F Nelson for store supplies. 

2 Bought groceries from Acme Wholesale Grocery Co , $000, terms 
2/10, n/30 
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June 3. Purchased office equipment from the Steele Co. $500; terms 4/10 
n/30. 

8. Issued check No. 4 for $120 to Brown, Inc. for fruits and vegetables. 

8. Bought groceries from Lantin Corp., $518; terms 2 , 10, n,30. 

9. Issued check No. 5 in payment of voucher No. 2. 

10. Issued check No. 6 for $69 to the Office Supplies Corporation for 
office supplies. 

10. Purchased groceries from the Anderson Co., $354; terms 2 00, n 30. 

12. Issued check No. 7 in payment of voucher No. 5 and check No. 8 in 
payment of voucher No. 6. 

13. Issued check No. 9 in payment of the semimonthly payroll as 
follows: Office Salaries, $40; Sales Salaries, $50. 

15. Issued check No. 10 for $38 to ABC Produce Co. for fresh fruits and 
vegetables. 

15. Purchased groceries from the Elite Canning Company, $635; 
terms 2/10, n /30. 

18. Issued check No. 11 in payment of voucher No. 8. 

20. Issued check No. 12 in payment of voucher No. 10. 

22. Purchased fresh fruits and vegetables from the ABC Produce Co., 
$220; terms 2/10, n/30. 

30. Issued check No. 13 in payment of the semimonthly payroll as 
follows: Office Salaries, $40; Sales Salaries, $50. 

30. Issued checks as follows; 

No. 14, City Power and Gas Co., $20. 

No. 15, Valley Dairy for purchases during the month, $313. 

No. 16, Bell Telephone Co., $15. 

30. Norman Paul withdrew by check No. 17 $250 for personal use. 

Instructions: (1) Record the June transactions in a voucher register and 
a check register like the ones illustrated on pages 276, 277, and 279. 

(2) Total and rule the voucher register and the check register. 

(3) Post the totals of the vouchers payable columns to the vouchers 
payable control account. Prove the June 30 balance of this account by pre- 
paring a schedule of unpaid vouchers as shown by the voucher register. 


CHAPTER 17 
Problem 17-A 

This problem may be completed in the u-orkbook in the space provided for 
Problem 1, Chapter XVII. 

The Burbank Company employs nine people. Two receive straight 
weekly salaries and seven are employed on an hourly basis with time and 
a half for overtime. Regular time consists of a forty-hour week. The 
following table shows the employees, the classification of salaries, the 
hours worked, and the rate of pay for the week ended May 31; 
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Salary 

Over- 

Regular 


No 

Name 

Class m- Total 

time 

Hourly 

Weekly 



cation Hours 

Hours 

Rate 

Rate 

1 

Albert Armer 

Office 



$120 

2 

Vincent Bogert 

Office 



150 

3 

Evelyn Dodd 

Office 43 

3 

$1 80 


4 

Bill Freedman 

Sales 40 


1 60 


5 

Jerry Gollard 

Sales 44 

4 

1 60 


6 

Robert Schiller 

Sales 42 

2 

1 20 


7 

Philip Sharp 

Office 40 


1 80 


8 

George Thomas 

Sales 43 

3 

1 80 


9 

John Webb 

Sales 44 

4 

1 80 


The employer was required to make the following deductions from the 

May 31 payroll 







Income Tax 

Employees’ 

Union 



Withholdlng 

Bond Fund 

Dues 


Albert Armer 

$13 20 

$10 00 




Vincent Bogert 

15 00 

10 00 




E\elyn Dodd 

8 40 

4 00 




Bill Freedman 

5 20 

6 00 


$1 00 


Jerry Gollard 

6 80 

4 00 


1 00 


Robert Schiller 

2 20 

2 00 


1 00 


Philip Sharp 

10 60 

3 00 




George Thomas 

8 40 

4 00 


1 00 


John Webb 

5 00 

2 00 


1 00 


Federal old-age insurance tax 1% 
State unemployment tax 1% 





In addition the employer was taxed at the following rates on the total 
of the payroll 

Federal old age insurance tax 1 % 

Federal unemployment tax 0 3% 

State unemployment tax 2 7% 

Instructions (1) Using a payroll record like the one on pages 294 and 
295, enter the payroll data for the week 

(2) Make the journal entry to record the payroll and the deductions 

(3) Checks numbered 621 to 629 were issued m payment of the salaries 
and wages for the week Record these checks m a check register like the one 
on page 297 

(4) Make a journal entry to record the employer’s payroll tax expenses 
and liabilities 


Problem 17-B 

This problem may be completed tn the norkbook in the space prottded for 
Problem 3, Chapter XVII 

The Blair-Cowan Co employs ten people Two receive straight 
weekly salaries and eight are employ ed on an hourly basis with time and 
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a half for overtime. Regular time consists of a forty-hour week. The 
following table shows the employees, the classification of salaries, 
hourl worked, and the rate of pay for the week ended August 31. 


No. Name 

1 Elizabeth Blair 

2 William Cowan 

3 Charles Elliott 

4 Dorothy Fisher 

5 Geraldine Gould 

6 Virginia Harrison 

7 Helen Morrison 

8 Oscar Nelson 

9 Louise Peterson 
10 Walter Smith 


Salary 

Classifi- 

cation 

Officer 
Officer 
Sales 
Office 
Sales 
Office 
Office 
Sales 
Sales 
Sales 


Total 

Hours 


40 

46 

44 
40 

45 
48 
40 
40 


Over- 

time 

Hours 


6 

4 


Regular 

Hourly 

Rate 


$2 50 


Weekly 

Rate 

$165 

150 


5 

8 


50 

00 

00 

50 

50 

00 

00 


) waiter ouuui 

i i- the following deductions from the 

The employer was required to mak 

August 31 payroll: Employees Union 

Income Tax „ nwri PtTNn Dues 

Withholding 

$27 90 
24 60 
9.00 


Elizabeth Blair 
William Cowan 
Charles Elliott 
Dorothy Fisher 
Geraldine Gould 
Virginia Harrison 
Helen Morrison 
Oscar Nelson 
Louise Peterson 
Walter Smith 


11 70 
13 50 

7 80 
11 10 

8 70 
13 50 
10 20 


Employees 
Bond Fund 

$15 00 
15 00 
7 50 
3 00 
11.25 
6.00 
3 00 
7 50 
4 50 
3.00 


$1 50 
1.50 


1 50 
1 50 
1.50 


1 'o 

1 % 


Federal old-age insurance tax 

State unemployment tax the current week. 

In addition the employer was 
of the payroll: 

Federal unemployment tax 

Federal old-age insurance - ? L 

State unemployment tax • ^ ^ one on pages 294 and 

Instructions: (1) Using fn/the" week. 

295, enter the payroll data for payroll and the deductions. 

(2) Make the journal entry to rec payment of the wages 

<3> Checks — ££ SeXSt che'ck <*• *>* “ 

and salaries for the veek. 

on page 297. the employer’s payroll tax ex 

(4) Make a journal entrj t 
and liabilities. 
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CHAPTER 18 
Problem 18-A 

This problem may be completed in the workbook m the space provided Jot 
Problem 1, Chapter XVIII 

Examination of the records of Mr and Mrs Anthony Blum for the 
calendar year 1950 reveals the following information 


Income — Mr Blum 

Share of profit of a partnership received in cash $10,000 

(Total share, $14,000) 

Bent income from property owned 2,000 

Dividends on stock 500 

Income — Mrs Blum 

From securities (dividends and interest) 1,130 

Proceeds from sale of stock 4,000 

(The stock cost $2,000 when purchased 5 months earlier) 

Expenditures — -Mr Blum 

Repairs on rental property 30 

(Building cost $10,000 and has a 20*year life) 

Property taxes on rental property 50 

Property taxes on residence and personal property 200 

Loss by theft (no insurance) 150 

Travel expenses for rental property 50 

Payments on estimated federal income tax for 1950 2,400 

Contributions 1,200 

Personal expenditures 2,500 

Expenditures — Mrs Blum 

Charitable contributions 2 000 

Personal and family expenses 8,000 


Additional Information 

Mr and Mrs Blum are 50 years of age and have good vision Mrs 
Blum’s father, who is 75 years old and blind, is supported by the family 
He has no income Mr and Mra Blum will file a joint income tax 
return 

Instructions' (1) Calculate (a) the joint adjusted gross income of Mr and 
Mrs Blum and (b) their “other" deductions 

(2) Calculate the total tax liability, using the hypothetical rates shown 
on page 319 How much must be paid when the return is filed 7 

Problem 18-B 

This problem may be completed in the workbook in the space provided for 
Problem 3, Chapter XVIII 

The accounts of the Fargo Retail Store are kept on a monthly basis 
On January 31 Mr Fargo estimates that the property taxes for the cur- 
rent year will be $600 On March 25 the tax statement showing a tax 
liability of $605 is received That amount is paid in. full on April 15 



SUPPLEMENTARY PROBLEMS 


629 


Instructions: (1) Record in general journal form all of the entries per- 
taining to property taxes for the first six months of the year. Include the 

°'° S 7) What items pertaining to property taxes would appear in the balance 
sheet ol January 31? March 31? April 30? December 31? 


CHAPTER 19 
Problem 19-A 

nU problem may be computed in ,M mrbbook in the space prodded lor 
were as follows: 

Charles Blair, Capital 


19 -- 
Mar. 1 


2,000 


19 - - 

Jan. 2 Balance v 
Sept. 1 


7,500 

500 


ftF.ORC.E MURPHY, CAPITAL^ 


Jan 2 Balance \ 15,000 

i 3 ’ 000 

' f oo 000 for the year, give the journal 

Instructions: (1) Assuming a profit fOi^hOO^^ and loss summary account 

entries required to transfer the a j s to be distributed on any' o 

to the partners’ personal accounts ; if .the tpvon ^ ^ ^ Journa i entr> 

the following bases: (On a se P. a , r f ^ J'c ive amounts.) 
the procedure in determining th « tment s. 

According to the original intesin _ 

(b) According to the ava "f J'^bJ "allowed on the average capital, 

(c) Interest of 6 per ce 1 dis tributed as follows: Blai , > 

and the balance is to De 

Murphy, 65%. t0 b e allowed on the average • 

Murphy respectively, a tners ’ shares in the profi 

rceppcc « 

under the four conditions statea 

Moot on , be forme prodded 

This problem may be compfrf 

/or it following Problem S, Chapt - - partnership on January 

Louis Berger and William that monthly salaries 

19 , The articles of copar 
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of $300 and $350 were to be allowed Berger and Levitt respectively 
Interest of 6% was to be allowed on original investments before equal 
distribution of profits 

The following were account balances on December 31, the end of 


the first year of the partnership 

Cash $ 3,600 

Notes Recen able 8,000 

Accounts Receivable 13,400 

Merchandise Inventory 19,000 

Store Equipment 5,000 

Office Equipment 1,400 

Store Supplies 400 

Office Supplies 240 

Prepaid Insurance 160 

Notes Payable $ 4,000 

Accounts Payable 4,600 

Louis Berger, Capital 18,000 

Louis Berger, Personal 850 

William Levitt, Capital 17,000 

William Levitt, Personal 460 

Sales 69,400 

Sales Returns and Allowances 1,490 

Purchases 48,000 

Selling Expenses 6,000 

General Expenses 5 000 


Data for adjustments (debit Selling Expenses or General Expenses 
for expense accounts unless otherwise indicated, and open reserve ac- 
counts where necessary) 

(a) Merchandise inventory, December 31, $16,400 

(b) Prepaid expense inventories store supplies $270, office supplies, 
$190, prepaid insurance $120 

(c) Depreciation of equipment, 10% per annum 

(d) Provision for loss from bad debts 1% of gross sales 

(e) Interest receivable interest at 6% on a $4 000 note from October 
2 (90 da}s), on a $2,400 note dated December 21 (10 days), and on 
a $1,600 note dated December 1 (30 days) 

(f) Interest payable (debit Interest Expense) interest at 6% on a $2,000 
note payable from November 1 (60 days) (The other note is non- 
interest bearing ) 

Instructions (1) Prepare an eight-column work sheet 

(2) Prepare a profit and loss statement including distribution of net in- 
come to partners and a balance sheet (Capital accounts represent the original 
investments ) 

(3) Prepare a statement of partners' capital accounts 

(4) What amounts do the partners report on their income tax returns 7 
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CHAPTER 20 
Problem 20-A 

This problem may be completed in the workbook in the space provided for 
Problem 3, Chapter XX 

A. B. AND C. 

Balance Sheet 
April 30, 19 -- 

Assets Liabilities & Proprietorship 


Cash 

$ 2,500 

Liabilities 

.$11,000 

Other Assets 

60,000 

A., Capital 

. . 20,000 



B., Capital 

. . . 16,250 



C., Capital 

. . . 15,250 

Total Assets 

$62,500 

Total Liab. and Prop. . 

. . $62,500 


A, B, and C share profits in the ratio of 5:3:2 respectively. 

Instructions: Prepare general journal entries to record the liquidation 
under the following circumstances: 

(1) If all of the other assets are sold for $22,500. 

(2) If all of the other assets are sold for $20,000. 

(3) If all of the other assets are sold for $15,000 and the estate of A., 
deceased, subsequently pays the amount owed to the partnership but not 
until after the first cash distribution. 

(4) If all of the other assets are sold for $12,500 and it is definitely deter- 
mined that collection from partners with debit balances is impossible. 


Problem 20-B 


This problem may be completed in the workbook in the space provided for 
Problem J f , Chapter XX. 

The account balances on the post-closing trial balance of Black and 
White were as follows on December 31: 


$1,250 



2,500 


Merchandise Inventory • ■ • • 

1,750 

1,200 


Reserve for Depreciation of Delivery Equipment. . 

Reserve for Depreciation of Office Equipment 

Reserve for Depreciation of Building 

Land 

Notes Payable ■ ' ' 

Robert Black, Capital 

Charles White, Capital 

1,800 

7,500 

900 

$ 360 

540 

750 

1,450 

1,150 

8,600 

4,050 
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It is agreed that a new partner, Paul Gray, is to be admitted to the 
partnership. 

Instructions (1) Prepare journal entries to correct the books of Black 
and White before the new partnership is formed In making the corrections 
assume that Black and White share profits in a 2 1 ratio The corrections are 

(a) A reserve for bad debts of $750 is to be entered on the books 

(b) Merchandise in the amount of $450 is found to be obsolete and 
unsalable and is to be remov ed from the lm entory 

(c) Inadequate depreciation has been taken on the fixed assets The 
reserves for depreciation should be increased by the following 
amounts reserve for depreciation of delivery equipment, $90 
reserve for depreciation of office equipment, $360, reserve for 
depreciation of building $150 

(d) The land is valued at $1 275 

(e) tanous unpaid vouchers amounting to $225 were not included 
in the accounts payable at December 31 

(2) Prepare a new post-closing tnal balance for the partnership of Black 
and White after the foregoing corrections 

(3) Record the admission of Paul Gray as a partner, using the bonus 
method Gray invests $2 500 in cash a building worth $6 250 and land 
valued at $750 He is to receive a one-half interest in the partnership and 
the profits 

(4) Prepare a balance sheet for the new partnership of Black, White, 
and Gray 


CHAPTER 21 
Problem 21 A 

This problem may be completed vn the workbook xn the space pronded /or 
Problem 1, Chapter XXI 

The Irwm Corporation and the Moran Corporation both received 
their charters and began business on January 2 1942 Both corporations 
had the same capitalization 2 000 shares of ZYz per cent cumulative 
preferred stock, par $100, and 2 000 shares of common stock, par $50 
In each case the board of directors declared dividends on preferred stock 
whenever there was a credit balance m the surplus account at the end of 
the year, and declared dividends on common stock amounting to one 
half of the difference between the earnings m any year and the preferred 
dividends paid in that year 
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Moran 

Corporation 

$ 2,000 loss 

7.000 loss 

1.000 profit 

5.000 loss 

47.000 profit 

43.000 profit 

39.000 profit 

45.000 profit 

32.000 profit 

19.000 profit 


The profits and the losses (after provision for income tax) for a period 
of ten years are as follows: 

Irwin 

Corporation 

1942 $ 1,000 loss 

1943 3,000 loss 

1944 5,000 loss 

1945 19,000 profit 

1946 17,000 profit 

1947 15,000 profit 

1948 18,000 profit 

1949 20,000 profit 

1950 10,000 profit 

1951 6,000 profit 

Instructions: (!) Show ^ 

corporation. Use columns wi re r erre d Stock; To Common Stock; To 

StetS'So, o“ Surplus or Defirit. Indie® negative or - 
items by encircling them. _ . n „;o on preferred and 

conr£L" ! ma°t wSe -eived per share on summon and 

preferred. stock for the ten-year period/ 

Problem 21-B 

TO . problem m«P be combed in .be morbboob in .be «« promded/or 

Problem 2, Chapter XXI. _ , , ti from 

Jack Ferguson and George Bon f^' busiMs^.’ They decide to form 
active participation in their ™ an a *\ ssets The balance sheet of the 
a corporation to take over the firm s assets. 

partnership is as follows: 

FERGUSON AND BONCHAR 
Balance Sheet 
April 1, 19- 


r . $ 6 . 000 

Notes Receivable * ’ 0Q 

Accounts Receivable 

Inventories - 42,7 ° 

*SE rvo::: j 22, O 000 is, 000 

B fc::: s S w 

Land 

Total Assets.- ?13 0,2 °° 


Jack Ferguson, Capital-.. 

George Bonchard,. Capital > 


Total Liab. and Prop 
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The partners, together with James Pickford, who would like to join 
m the new enterprise, agree to the following plan: 

(a) The corporation is to be known as the Pickford Corporation, and its 
authorized stock is to consist of 2,500 shares of common stock, par 
value $100 

(b) The partners are to withdraw all of the cash from the firm, each 
partner to recen e an equal amount All of the other assets are to be 
transferred to the corporation The partners are to receive common 
stock at par value in payment for their interests in the partnership 
In determining their interests, a reserve for bad debts of $1,000 is to 
be set up against accounts receivable, and the land is to be valued at 
$ 20,000 

(c) Pickford, who owns land that is desirable foT expansion purposes, 13 
to be given 100 shares of common stock upon transfer of his land to 
the corporation Pickford also agrees to purchase 175 shares of 
common stock at par upon the organization of the corporation 

The Pickford Corporation is incorporated, and on April 1 the fore- 
going transactions take place 

Instructions (1) Prepare the journal entries to record the withdrawal ot 
cash, to revalue the assets as agreed, and to close the books of the partnership 

(2) Prepare the journal entries to record the opening of the books of the 
corporation 

(3) Prepare a balance sheet in report form for the corporation. 


CHAPTER 22 
Problem 22-A 

This problem may be completed in the workbook in the space provided for 
Problem 2, Chapter XXII 

The following is the trial balance of the Slavick Corporation one month 
after its organization: 


SLAVICK CORPORATION 
Trial Balance 
March 1, 1949 


$132,000 

22,500 

$ 30,000 

45.000 

75.000 
750 

3,750 


Cash 

Subscriptions Receivable Preferred 
Preferred Stock ($100 par, 6%) 
Preferred Stock Subscribed 
Common Stock ($100 par) 
Premium on Preferred Stock 
Premium on Common Stock 


$154,500 $154,500 


The following transactions occurred during the balance of 1949: 




SUPPLEMENTARY PROBLEMS 


635 


fa') Acquired the going business of the Farmer Company. Issued 300 
k shares of common stock, with a par value of $100 a share, and loO 
shares of preferred stock, with a par value of $100 a share, ^in exchange 
for the following assets: Machinery, $22,500; Buildings, $(,o00; Land, 

$9,000; and Goodwill, $6,000. D . V , M „ 

fbl Received cash in payment of the balance of Subscriptions Recen a 

(b) pSed Issued all preferred stock that had been subscribed for 

but not previously issued. , . 

(c) Made a profit of $30,000 on the first year s operation (debit Cash for 
W ooo qon- credit Reserve for Depreciation of Machinery $2,2o0, 

See for 6 Depredation of Buildings S750; and Profit and Loss 

(d) Ma m de proSlint federal income tax payable oWM and closed 

the balance of Profit and Loss “.^""^“Tnd ' Common 

(e) Declared Preferred Dividend No. 1 of $6 a snare a 

Dividend No. 1 of $8 a share. 


The following transactions occurred in 1950: 


(0 

(g) 

(h) 

(i) 


G) 


Paid income tax for 1949. 

Paid the dividends declared m (e) d stock at $108, 50% 

Received subscriptions for loO 01 p , .. of subscription, 

of the purchase price being paid-in cash t h Bu ii d er S , for $150,000. 

S a So\‘aluS as 8 fonoS M Jhinerp, $75,000; Buildings, $23,500; 

Ma”de fp’So. $75,000 for I960 (debit ggffiZgSSTS 
for Depreciation of Machinery f^^Jy^s.OOO). 

Buildings $1,500 and Profit and Loss ? $22,500 and closed 

(k) Made provision for federal me mar ^ t0 Earned Surplus. 

the balance of Profit and L ? of $6 a share and Common 

(l) Declared Preferred Dividend No. 2 of ^ a 
Dividend No. 2 of $10 a share. 

Instructions: (1) Record the March 

directly in “T” accounts. The a > ct L f or Depreciation of Machinery, 

Receivable Preferred; Machinery, -Buildings; Land; Goodwill; Federal 

Buildings; Reserve for Depreciationofim ^ ^ 1; Preferred Dividend 

Income Tax Payable; Preferred Dividend P y^ ^ 1; Common Dividend 

Payable No. 2; Common Dm ^ V Stock Subscribed; Common Stock; 

Payable No. 2; Preferred Stock; P ^tm on Common Stock; Earned Surplus; 
Premium on Preferred Stock; Premium on oom 

Profit and Loss Summary. 

(2) Take e trial balance as of December , • 

(3) Prepare a balauce sheet as of December 31. 1950. 


Problem 22-B 

This problem map be * «• •"*«* “ * 


Problem S, Chapter XXII. _ of incorporation on 

The Hammond Company r f ce l V ^ utilization was as follows: 2,000 
December 31, 1947. Its authorized capitals 
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shares of 6% cumulative preferred stock, $50 par, and 800 shares of com- 
mon stock, par value of $100 During its first three years of operation the 
following transactions occurred One fifth of the organization expense 
was charged against income on December 31 of each year, beginning in 
1948 

1948 

Jan 2 Received cash for 500 shares of preferred stock and 400 shares of 
common stock at par Issued the stock. 

15 Received subscriptions for 500 shares of preferred stock and 200 
shares of common stock at par 
15 Invested $45,000 in other assets 

Feb 15 Received half payment for the preferred stock and common stock 
subscriptions of January 15 

Mar 31 Received in cash half of the balance due on the common stock 
subscribed Received in cash the complete balance due on the 
preferred stock subscribed, and issued the preferred stock 
Apr 30 Received in cash the balance due on the common stock subscnbed 
Issued the stock. 

The attorney who secured the charter and performed other legal 
services in connection with organization rendered hvs bill for $3,000 
He was paid in cash 

Dec 31 Net loss for the first year’s operations was $10,000 (debit Profit 
and Loss Summary, credit Cash) Closed Profit and Loss Summary 
to Earned Surplus 

1949 

Feb 15 Sold 160 shares of common stock at a discount of $7 50 a share 
Mar 21 Invested $35,000 in other assets 

Dec 31 Net profit for 1949 was $32,500 (debit Cash, credit Profit and Loss 
Summary) Made provision for federal income tax liability of 
$11,400 and closed the balance of Profit and Loss Summary to 
Earned Surplus 

1950 

Jan 7 Sold 40 shares of common stock for cash at par Sold 1,000 shares 
of preferred stock for cash at $53 
Mar 15 Paid income tax for 1949 

Dec 31 Made a net profit of $25,000 (debit Cash, credit Profit and Loss 
Summary) Made provision for federal income tax liability of 
$9,500 and closed the balance of Profit and Loss Summary to 
Earned Surplus 

Instructions’ (1) Record the transactions directly in “T” accounts The 
accounts required are Cash, Subscriptions Receivable Preferred, Sub- 
scriptions Receivable Common, Other Assets, Organization Expense, Federal 
Income Tax Payable Preferred Stock, Preferred Stock Subscnbed, Common 
Stock, Common Stock Subscnbed, Premium on Preferred Stock, Discount 
on Common Stock, Earned Surplus, Profit and Loss Summary. 

(2) Take a tnal balance as of December 31, 1950 

(3) Prepare a balance sheet as of December 31, 1950. 

(4) If dividends were declared for the first time at the end of 1950, and 
if the entire balance of Earned Surplus was distributed as dividends, how 
much would the preferred stockholders receive? the common stockholders? 
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CHAPTER 23 
Problem 23-A 

This problem may be completed, in the workbook in the space provided for 
Problem 2, Chapter XXIII. 

Empire Incorporated was organized by Stanley Dawson, Robert 
Towne, and Donald Wilson on May 1, 19 — , with authorized capital 
stock of 20,000 shares of common, $50 par, and 10,000 shares of preferred, 
$100 par. The transactions for the first month were as follows: 

May 1. Issued 3,000 shares of common stock to Robert Towne in exchange 
for land valued at $25,000 and a building valued at $125,000. 

1. Issued 1,000 shares of common stock to Donald Wilson in exchange 
for land valued at $50,000. 

1. Sold to Stanley Dawson for cash 2,000 shares of common stock at par. 

2. Received subscriptions for 2,500 shares of common stock at par 
and cash for 40% of the subscription price. Subscriptions were also 
received for 1,750 shares of preferred stock at par and cash for 50% 
of the subscription price. 

3. Received a donation from the organizers of 1,200 shares of common 
stock. 

5. Issued 3,500 shares of common stock to Richard Tyler in exchange 
for his going business, which included: notes receivable, $10,000; 
accounts receivable $24,000; merchandise inventory, $95,000; 
office equipment, $20,000; store equipment $40,000; notes payable, 
$25,000; and accounts payable, $16,000. 

7. Received subscriptions for 2,250 shares of preferred stock at $102 
and cash for 50% of the subscription price. 

12. Received payments on stock subscribed for on May 2 as follows: 
30% of the subscription price on the common stock; 25% of the 
subscription price on the preferred stock. 

15. Sold 800 shares of treasury stock at $55. 

17. Received 25% of the subscription price on the preferred stock sub- 
scribed for on May 7. 

20. Purchased for $175,000 cash the assets of a business formerly 
operated by John Allen. The value of the assets was: Merchandise 
inventory, $42,500; Store equipment, $25,000; Building, $95,000; 
and Land, $12,500. 

27. Received the balance due on the common and preferred stock 
subscribed for on May 2. 

Instructions: (1) Record the foregoing transactions in T accounts. 

(2) Prepare a balance sheet as of May 31. 


Problem 23-B 

This problem may be completed in the workbook in the special space 
provided for it following Problem S, Chapter XXIII . 

Evans, Inc. was formed July 1, 1949. It is authorized to issue 4,000 
shares of 6% preferred stock, par $50, and 20,000 shares of no-par common 
stock. During the first year the following transactions occurred. 
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(a) Received cash for 4,000 shares of preferred stock sold at par. 

(b) Received cash for 14,000 shares of common stock sold at $15 a share 
The board of directors has assigned a stated value of $12 50 per share 
to this stock 

(c) Paid organization expenses, $7,600 purchased other assets, $300,000 

(d) Declared quarterly dividend No 1 on preferred stock. 

(e) Paid the preferred dividend 

(f) Purchased 1 000 shares of the company's own preferred stock on the 
market at $47 50 

(g) Declared quarterly dividend No 2 on preferred stock outstanding 
and semiannual dividend No 1 of $ 50 on common stock outstanding 

(h) Paid the preferred and the common dividends 

(1) Sold for cash 400 shares of the preferred treasury stock at $48 50 

(j) Declared quarterly dividend No 3 on preferred stock. 

(k) Paid the preferred dividend 

0) Received cash for 2,000 shares of common stock, sold at $14, stated 
value $12 60 

(m) Profit for the year ended June 30, 1950, was $70,000 (debit Cash) 

(n) Made provision for income tax liability on the current fiscal years 
income of $24,000 Closed the balance o! Profit and Loss Summary 
into Earned Surplus Unappropriated 

(o) Declared quarterly dividend No 4 on preferred stock and semi- 
annual dividend No 2 of $ 50 on common stock outstanding 

(p) Wrote off one fifth of the organization expense to Earned Surplus 
Unappropriated 

(q) Set aside appropriations out of earned surplus as follows Reserve 
for Factory Extension, $5 000, Reserve for Inventory Losses, $10 000 

Instructions (1) Record the foregoing transactions in ‘ T ’ accounts 
The accounts required are Cash Other Assets Organization Expense, 
Federal Income Tax Payable Preferred Dividend Payable No 1, Preferred 
Dividend Payable No 2 Preferred Dividend Payable No 3 Preferred 
Dividend Payable No 4 Common Dividend Payable No 1, Common Divi 
dend Payable No 2 Preferred Stock Treasury Stock Preferred Common 
Stock Premium on Common Stock Treasury Stock Surplus Reserve for 
Factory Extension Reserve for Inventory Losses Earned Surplus Unap- 
propriated, Profit and Loss Summary 

(2) Take a trial balance of the T accounts as of June 30, 1950. 

V Pvyp'yri h. -s/a taxuett* if. 'viznivL ■BiffjJ/as t h Iruub VI, Will 


CHAPTER 24 
Problem 24 A 

This problem may be completed in the workbook in the space provided for 
Problem 1, Chapter XXIV 

The following transactions were completed by The Miller Corpora- 
tion during the first three years of its operation 
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Received subscriptions to 2,000 shares of 7% preferred stock at §55 
(par value §50). 

Exchanged 4,000 shares of common stock, par value §2o, for the 
following assets: Machinery, §60,000; Building, §85,000; Land, 

$5 000 

Received cash in payment of the preferred stock subscriptions and 

(d) Made a net profit for the year of §30,000. (Debit Buildings. Credit 

Profit and Loss Summary.) . MC7 nf nrnfit 

Recorded provision for federal income tax of 30% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated 
Declared annual preferred dividend (No. 1) and a §2 a share comm 

dividend (No. 1). omnnn 

Appropriated a reserve for plant additions, $10, • 

Sold §100 000 worth of 10-year, 6% bonds for §110,000. 

tax liability. _ 

Loss Summary. , . . nnrne , 0 r 40% of net profit. 

(m> ££»»»- Surplus Unappropriated. 

g Declared i common — “ d 

Increased the reserve for plant additions bj ^ ^ income tax liability. 
Paid preferred dividends declared in (n) and tne 

Paid annual interest on bonds. Merchandise Inven- 

Made a net operating profit of MOB^OOO^CUe Credit Profit 

S’L^s^slmartrClosedBoAd Interest Expense to Profit and 
SrS provision lor federal income tan oi 45% ol net profit. 

(No- 3) oud a o share 

?‘: d S d a“r°ti » additions hy 310,000. 


(a) 

(b) 


(c) 


(e) 

(f) 

(g) 

(h) 

(i) 

(j) 

(k) 

(l) 


(P) 

(q) 

(r) 
00 


(t) 

(u) 


(v) 


the transactions directly m 




accounts 

Instructions: (1) Record . c n Vi=;uriDtions neravou- t, 

The accounts required are: Cash ’ S ^. P Land ; Federal Income Tax Paj- 
chandise Inventory; Machinery I Build f ~ d Dividend Payable No. 
able; Preferred Dividend Payable No l^ er stock Dividend Payable 
Preferred Dividend Payable No. ^^^vidend Payable No. 2; Bonds 

Common Dividend Payable No. , p re ferred Stock; Preferre 

Payable; Premium on Bonds Payab , ^ Pre{erre d Stock; R es er ™ [° 
Subscribed; Common , St ° ck i ' ll ^ unappropriated; Profit and Loss Summa . , 
Plant Additions; Earned Surplus Unapprop 
Bond Interest Expense. 

„ - cpare a trin, ha,ance as of member 51 after the — 
been r 'ed. 
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Problem 24-B 

This problem may be completed m the workbook in ike space provided for 
Problem 2, Chapter XXIV 

The following transactions were completed by the Gardner Corpora- 
tion during the first three years of its operations 

(a) Exchanged 3,000 shares of common stock, par $50, for the following 
assets Machinery, $81,000, Buildings, $45,000, Land, $24,000 

(b) Sold 4,000 shares of 5% cumulative preferred stock at $45 (par 
value $50) 

(c) Net loss for the year, $10,000 (Debit Profit and Loss Summary and 
credit Cash ) 

(d) Closed Profit and Loss Summary to Earned Surplus Unappropriated 

(e) Sold $100,000 worth of 10-year, 3% bonds for $90,000 

(f) Paid $70,000 for merchandise, $44,000 for new machinery. 

(g) Paid annual interest on bonds 

(h) Made a net operating profit of $29,000 (Debit Cash and credit 
Profit and Loss Summary ) Closed Bond Interest Expense to Profit 
and Loss Summary 

(i) Recorded provision for federal income tax of 40% of the net profit 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

(j) Paid the income tax liability 

(k) Paid the annual interest on bonds 

(l) Made a net operating profit of $104 000 (Debit Cash and credit 
Profit and Loss Summary ) Closed Bond Interest Expense to Profit 
and Loss Summary 

(m) Recorded provision for federal income tax payable of 45% of the net 
profit Closed Profit and Loss Summary to Earned Surplus Unap- 
propriated 

(n) Declared preferred dividends Nos 1, 2, and 3 on the cumulative 
preferred stock for the last two years’ dividends and the current 
year’s 

(o) Declared a 10% stock dividend on common stock outstanding and 
issued the stock 

(p) Declared a dividend of $2 50 a share on the total amount of outstand- 
ing common stock 

(q) Appropriated a reserve for plant additions, $5,000 

(r) Paid the three preferred dividends declared in (n). 

Instructions' (1) Record the transactions directly in “T ' accounts. The 
accounts required are Cash, Merchandise Inventory, Machinery, Buildings, 
Land, Federal Income Tax Payable, Preferred Dividend Payable No 1, 
Preferred Dividend Payable No 2, Preferred Dividend Payable No 3, 
Common Stock Dividend Payable, Common Dividend Payable No 1, Bonds 
Payable, Discount on Bonds Payable, Preferred Stock, Common Stock, 
Discount on Preferred Stock, Reserve for Plant Additions, Earned Surplus 
Unappropriated, Profit and Loss Summary, Bond Interest Expense 

(2) Prepare a tnal balance as of December 31 after the transactions of 
the three years have been recorded. 
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CHAPTER 25 
Problem 25-A 

This problem may be completed in the workbook in the space provided for 
Problem 1, Chapter XXV. 

The Slauson Supply Co. has four sales departments:^ A, B, C, and D, 
and three service departments: X, Y, and Z. 
information is taken from the books: 


Sales for the month of April 
Purchases for the month of April 
Inventory, April 1, 19 — 
Inventory, April 30, 19 — 


The following pertinent 


A 

B 

C 

D 

$36,000 

$9,000 

$27,000 

$18,000 

18,000 

6,000 

12,000 

9,000 

10,000 

5,000 

5,000 

2,000 

7,000 

4,000 

3,000 

1,000 


Expenses for the month are: 

Advertising Salaries 


A 

$256 

B 

50 

C 

90 

D 

80 

X 


Y 


Z 


The telephone expense is 

A 

3 instruments 

B 

1 

C 

2 

D 

1 


$2,800 

1,200 

2,600 

2,300 

2,788 

1,800 

6,928 


Supplies 

$225 

90 

180 

150 

80 

204 

110 


Insurance 

$210 

60 

120 

80 

6 

8 

11 


X 

Y 

Z 


4 instruments 
2 

i “ 


follows: 

A 

27 Yflo 

B 

123 V*% 

C 

25% 

D 

15% 

The lighting charges are 

number of 

watts used. 1 he 

A 

1000 

B 

500 

C 

500 

D 

300 


X 

Y 

Z 


X 

Y 

Z 


8 % 

4% 

8 % 


200 

200 

800 


u e distributed on . . 

The X service department is too basis of direct advertising 

purchases; the Y service depa e > ^ basis of net sales, 

charges; and ^e Z service depart, on ^ ^ 

“CTea depa'^fliacd profit and .oss s«cment. 
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Problem 23-B 

This problem may be completed tn the workbook in the space provided for 
Problem t, Chapter XXV 

Berle, Inc operates a store that maintains two sales departments A 
departmental analysis of the trading items is made in order that the 
gross profit within each department may he determined A trial balance 
prepared on October SI, the end of a fiscal month, is given below: 
BERLE, INC 
Trial Balance 
October 31, 19- 


Cash 

$12,190 


Notes Receivable 

13,700 


A ccounts Recen able 

29,300 


Reserve for Bad Notes and Accounts 


$ 800 

Merchandise Inventory, Groceries 

15,000 


Merchandise Inventory, Meat 

11,000 


Store Furniture and Fixtures 

12,000 


Reserve for Depr of Store Furniture and Fixtures 


8,600 

Office Furniture and Fixtures 

3,000 


Reserve for Depr of Office Furniture and Fixtures 


2,200 

Buildings 

37,500 


Reserve for Depreciation of Buildings 


15,000 

Store Supplies 

750 


Office Supplies 

500 


Prepaid Insurance 

1,650 


Notes Payable 


10,000 

Accounts Payable 


25,000 

Capital Stock 


74,600 

Surplus 


4,600 

Sales, Groceries 


13,000 

Sales, Meat 


9,700 

Sales Returns and Allowances, Groceries 

850 


Sale3 Returns and Allowances, Meat 

500 


Purchases, Groceries 

11,800 


Purchases, Meat 

9,600 


Freight In, Merchandise Purchases 

600 


Purchases Returns and Allowances, Groceries 


650 

Sales Salaries 

1,450 


Advertising 

700 


Delivery Expense 

750 


Sundry Store Expense 

550 


Office Salaries 

400 


Postage, Telephone, and Telegraph 

200 


Sundry Office Expense 

350 


Purchases Discount 



Interest Income 



Sales Discount 

200 


Interest Expense 

100 



$164,640 $164,640 
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Ths following information is to bo recorded in adjusting the books at 
the end of October: 


1. Reserve for bad debts: 

Increase by § 275 

2. Inventories: 

Merchandise inventory, Groceries 17 500 

Merchandise inventory, Meat 13^000 

3. Depreciation: 

Store and office furniture and fixtures (yearly) 10% 

Buildings (yearly) 4% 

4. Deferred charges to expense: 

Store supplies inventory 300 

Office supplies inventory 350 

5. Prepaid expenses: 

Insurance prepaid 1,300 

Interest prepaid on notes payable 50 

6. Accrued expenses: 

Sales salaries 250 

Advertising 400 

Taxes 250 

7. Accrued income: 

Accrued interest on notes receivable 60 


Freight in on merchandise purchases is distributed % to Groceries 
and 14 to Meats. 

Instructions: (1) Prepare a work sheet with pairs of colums for (a) Trial 
Balance; (b) Adjustments; (c) Gross Profit, Groceries; (d) Gross Profit, 
Meat; (e) Profit and Loss Statement; (f) Balance Sheet. 

(2) Prepare two statements showing gross profit on sales for the two 
departments. 

(3) Prepare a balance sheet and a profit and loss statement, using the 
gross profit figures obtained in (2) above. 


CHAPTER 26 
Problem 26-A 


This problem may be completed in the workbook in the space proi u!ed for 
Problem 1, Chapter XXVI. 

The Barnes Company, of Chicago, established a branch office in St. 
Louis on January 1, 19 — . Transactions and adjustments for the year 
reflecting branch operations were as follows: 


(a) Cash advanced by the home office, $40,000. 

(b) Shipments of merchandise from the home office to the branch, 


$600,000. 

(c) Sales on account, $498,800. 

(d) Purchases by the branch (invoices paid by the home office,, ,,3_,000. 

(e) Freight in on merchandise, paid by the branch, $1_,000. 
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(f) Store equipment purchased for cash by the branch, $40,000. 

(g) Remittances to home office, $280,000 

(b) Collection on accounts receivable, $376,800 

(i) Sales salaries, paid by the branch, $34,212 

0) General operating expenses paid by the branch, $16,000 

(k) Branch merchandise mventory, December 31, 19 -, $240,000 

(l) Depreaation rate 15% a > ear 

(m) Provision for loss from bad debts, 1% of sales 

Instructions (1) Set up “T" accounts for the branch office as follows 
Cash, Accounts Receivable, Reserve for Bad Debts, Merchandise Inventory, 
Store Equipment, Reserve for Depreciation of Store Equipment, Home 
Office Ledger, Profit and Loss Summary, Sales, Purchases, Shipments from 
Home Office; Freight In, Sales Salaries Depreaation of Store Equipment, 
General Operating Expense, and Loss from Bad Debts Record the foregoing 
transactions and adjustments m these accounts 

(2) Set up “T” accounts for the home office as follows Cash, Branch 
Ledger, Profit of Branch, and Shipments to Branch. Record the effect of the 
transactions on these accounts 

(3) Close the branch office income and expense accounts to the Profit 
and Loss Summary and the balance of the Profit and Loss Summary to Home 
Office Ledger Record the branch profit in the home office 4 T” accounts 

(4) Prepare a profit and loss statement and a balance sheet for the 
branch 


Problem 26-B 


This problem may be completed tn the workbook in the space provided for 
Problem. S, Chapter XXVI 


The Post-Allen Company, of Salt Lake City, prepared the following 
balance sheet on August 31 


Cash $15,350 

Merchandise Inventory 17,000 

Equipment 21,000 

Res lor Depr of Equip 8,400 


Store Supplies $ 1,500 

Accounts Paj able 3,000 

Capital Stock 25,000 

Surplus 18,450 


Transactions and adjustments for September were as follows 
(al A branch was established in Denver, at which time the home office 
advanced $10,000 

Q>1 Merchandise was shipped from the home office to the branch* $20,000 

(c) All sales were for cash home office, $49,550, branch office, $21,300 

(d) Purchases were made on account by the home office, $45,000 

(e) Cash expenditures were 

Home Office Branch 


Store supplies 

Accounts payable 

$42,500 

$ 735 

Remittances to home office 


10,000 

Freight in on merchandise 

190 

150 

Selling expenses 

6,075 

650 

General expenses 

4,650 

460 


$53,415 

$11,995 
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(f) Inventories, September 30: 

Merchandise $16,500 $2,500 

Store supplies 1,000 430 

(g) Depreciation rate: 10% per annum. 

Instructions: (1) Open “T” accounts as follows for the home office: 
Cash; Merchandise Inventory; Equipment; Reserve for Depreciation of 
Equipment; Branch Ledger; Store Supplies; Accounts Payable; Capital 
Stock; Surplus; Profit and Loss Summary; Sales; Shipments to Branch; 
Purchases; Freight In; Selling Expenses; General Expenses; and Profit or 
Loss of Branch. For the branch open the following “T” accounts: Cash; 
Merchandise Inventory; Store Supplies; Home Office Ledger; Profit and Loss 
Summary; Sales; Shipments from Home Office; Freight In; Selling Expenses; 
General Expenses. 

(2) Record the beginning balances and the transactions and adjustments 
for September directly in the “T” accounts (no journal entries required). 

(3) Prepare work sheets for the consolidated profit and loss statement 
and the balance sheet. 

(4) Close the income and expense accounts of the branch ledger to the 
profit and loss summary account. Close the balance of Profit and Loss Sum- 
mary to Home Office Ledger. 

(5) Record branch profit or loss on the home office books. Close the 
home office income and expense accounts to the profit and loss summary 
account, and close the balance of Profit and Loss Summary to Surplus. 


CHAPTER 27 
Problem 27-A 

This problem, may be completed in the workbook in the special *pacc 
provided for it follmving Problem 3, Chapter XXVII. 

The Noonan Manufacturing Company's trial balance on December 31, 
1949, the end of the fiscal year, is given on page 646. 

The following adjustments are nessary: 

(1) One half of one per cent of gross sales is to be added to the reserve 
for bad debts. 

(2) Accrued income: accrued interest on notes receivable, $180. 

(3) Inventories, December 31, 1949: 

(a) Finished Goods 23,500 

(b) Goods in Process 42,200 

(c) Raw Materials 17,600 

(4) Estimated depreciation and amortization: 

(a) Office furniture and fixtures 10% 

(b) Machinery and equipment 12% 

(d) Patentefcost $25,500, of which is written off annually (charge 
Patents Expense). 
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NOONAN MANUFACTURING COMPANY 


Trial Balance 
December 3i, 1949 


Cash in Bank 

$ 66,915 


Notes Receivable 

20,000 


Accounts Receivable 

67,400 


Reserve for Bad Debts 

$ 1,100 

Finished Goods Inventory 

21,700 

Goods in Process Inventory 

45,200 


Raw Materials Inventory 

15,300 


Office Furniture and Fixtures 

15,000 


Reserve for Depreciation of Office Furniture and 
Fixtures 

3,600 

Machinery 3nd Equipment 

170,000 

Reserve for Depreciation of Machinery and Equipment 

32,000 

Buildings 

210,000 

Reserve for Depreciation of Buildings 

28,000 

Land 

69,500 

Patents 

22,500 


Office Supplies 

4,400 


Factory Supplies 

10,200 


Prepaid Insurance 

8,000 


Notes Payable 

24,000 

Accounts Payable 


29,700 

5% First Mortgage Bonds 


150,000 

Discount on Bonds 

13,125 

6% Cumulative Preferred Stock ($100 par) 

100,000 

Common Stock ($50 par) 


100,000 

Unappropriated Earned Surplus 


33,100 

Reserve for Bond Sinking Fund 


7,500 

Premium on Common Stock 


140,000 

Sales 


640,000 

Sales Returns and Allowances 

11,055 

Raw Materials Purchases 

125,000 


Freight In 

5,705 


Purchases Returns and Allowances 


5,200 

Direct Labor 

174,300 


Indirect Labor 

35,000 


Superintendents’ Salaries 

22,000 


Maintenance and Repair of Buildings 

8,300 


Heat, Light, and Power 

25,500 


Property Taxes 

9,000 


Miscellaneous Factory Expense 

13,500 


Sales Salaries and Commissions 

27,000 


Adi ertising Expense 

40,000 


Office Salaries 

22,000 


Miscellaneous Office Expense 

3.S00 

5,100 

Purchases Discount 


Interest Income 

8,000 


Sales Discount 


Bond Interest Expense 

7,600 


Interest Expense 

3 000 



$1,300,000 $1 300,000 
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Deferred charges to expense: 

W (a) Office supplies inventory 

(b) Factory supplies inventory 2 ’ 600 

fcl ■ Prepaid insurance - a 

(d) Prepaid interest on notes payable 

(6) Accrued Expenses: 

(a) Interest: 

SSTnlSest lor' the lest quarter o! 1949 .s to 
be recorded. 

(b) Salaries and Wages: Indirec t labor 945 

Direct labor o.buu . o 400 

Sales salaries and commissions , Buildings; 

„ • rsf Riiildincs; Depreciation of Buildings, 

Maintenance and Repair _o ^ and Property Taxes are to 

Heat, Light, and Power; ^ and 20% t0 general 

be distributed 80% to manufacturing P 

operations. , , . 

The following information is also to e i ^ ^ $15,000. 

(1) Increased the reserve for bond sin ' i and R regu lar 

% on January 
quarterly dividend ° n P rd January 8, 1950- 

23, 1950, to stockholders o ^ 1949| 38% of net income. 

(8) Made provision for federal incom - tetement of earned 

The following information is needed for 

surplus: . , was debited during the year 

fll Earned Surplus Unappropna Qn p re f e rred stock. 

three regular quarter y 1 j {edera i income tax assessmen 

(2) A payment of $1,05C I for an additm Unappro pnated. 

for 1947 was also debited ^ manll{actu ring schedule 

Instructions: (1) Prepare a v-ork schedule of 

columns. nd loss statement; (b) a Statement of 

' (2) Prepare (a) a profit an s balance sheet; an 

the cost of goods manufactured, (c) 

earned surplus — effect to the . 


st of goods manuia fore - 

surplus - 1 entries needed to give effc been 

m Assuming that the journal entire ^ corpora tion have 

going information and to close 1 v January 1, 19°°* 
drafted, draft the reversing entries 
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CHAPTER 28 
Problem 28-A 

This problem may be completed tn the workbook m the space provided 
for Problem 1, Chapter XXVIII 

The following data summarize transactions completed during April 
by The Norton Mfg Co * 


(a) Raw materials purchased $40,000 

(b) Materials requisitioned for production orders 30,000 

(c) Materials requisitioned for general factory use 5,000 

(d) Labor on production orders 50,000 

(e) Indirect labor 10,000 

(f) Repairs and maintenance 7,000 

(g) Building rental 6,000 

(h) Products finished and transferred to stock 85,000 

(i) Goods sold on account - — cost 65,000 

0) Vouchers payable for payroll 55,000 


Instructions (1) Set up ‘T ’ accounts for the factory ledger in such a 
manner that the flow of costs will be shown, and record directly in these 
accounts the data given above The factory overhead rate is 50 per cent of 
the direct labor cost 

(2) Take a trial balance of the factory ledger as of April 30 


Problem 28-B 


This problem may be completed in the workbook in the space provided 
for Problem Z, Chapter XXVIII. 

The accounts of The Hamson Manufacturing Company’s factory 
ledger and subsidiary ledgers showed the following balances on June 1 


Raw Materials 

* 

4,600 

Goods in Process 


1,000 

Job No 510 

825 


Job No 511 

175 


Finished Goods 


7 200 

Commodity M % 900 units 

2..700 


Commodity N, 1,000 units 

4,500 


Factory Payroll (credit balance) 


975 

Factory Overhead (debit balance) 


250 

General Ledger 


12,075 


Raw materials of $8,800 were purchased during June Raw materials 
were requisitioned from the stores clerk as follows 


Job No 510 1,375 

Job No 511 3,425 

Job No 512 2,800 

For general factory use 800 
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Time tickets for the month were chargeable as follows: 

Job No. 510 — direct labor 
Job No. 511 — direct labor 
Job No. 512 — direct labor 
Indirect Labor . 


3.000 

4.000 

2.000 

2,500 


Indirect Labor , . 

Factory pay cheehs were 

Various factory maintenance charges Depre ci a ti 0 n, taxes, and other 
also paid by the general office. ? 925 ' “ fte a , office to factory 

fixed charges totaling $8(5 were coaceea » ] a bor cost 

operations. A 60% overhead month . Job Order No. 

Two job orders were completed g 0 rder No 511 produced 
510 produced 2,000 units of Commodity M, Job Order No. 

2,500 units of Commodity O. 

Shipments during the month were made ^ ol ^ ws ' 

1 700 units of Commodity * 

’600 units of Commodity N 
1,200 units of Commodity 
,• m Preoare "T" accounts for the factory 

^ the mmth ' 

* t“"; ledgers with the control accounts in the factory 

ledger. . 000 {or g00 ds shipped during .the imjJ 

(4) Using a selling pace « constr uct a profit and lo=s stat 
and selling and general expenses 
ment for June like the one on pag 


CHAPTER 29 

in a, srace vro,m 

This problem viav bo cc imp ' 4 

rr Problem 2, Chapter XXI A. ^ reC ords so that cost 

The Ridge Distributors, Inc., m {unctionSj which are then ex- 
naWses can be made of its three sell g f ^ alloca ble to the 

costs per each un* ^departments that are ntthaed 

.hree functions are charged to tero 

jy the three functions as o Service Dept. N 

Service Dept, ivi 

l0 % 60% 

Function 1 70% 25% 

Function 2 20% 

***** 3 transactions applicable to these three 

During the year the B artm ents were: 

functions and the two sen 
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(a) Salaries were paid as follows 


Function 1 

$ 4 800 

Service Dept, if 

$ 3 000 

Function 2 

30,000 

Service Dept. N 

16,200 

Function 3 

2 500 



(b) Supplies were used as follows 



Function 1 

$ 200 

Service Dept. A1 

$ 500 

Function 2 

1,575 

Service Dept- N 

750 

Function 3 

250 



(c) Depreciation was charged as follows 



Function 3 

$ 800 

Service Dept, if 

? 9,000 



Semce Dept N 

400 

(d) Taxes were chargeable to 




Function 3 

$ 50 

Service Dept. M 

? 750 



Service Dept N 

25 

(e) Insurance expired was chargeable to 



Function 2 

$ 22 o 

Service Dept- if 

$ 550 

Function 3 

loO 

Service Dept. N 

250 

(f) Repair bills were paid for 




Function 3 

$ 50 

Service Dept if 

$ 125 



Service Dept. N 

425 

(g) Heat, light, and power bills of $2 0"5 were paid These 

were chargeable 

to Service Dept. M 





(h) Miscellaneous general expenses chargeable to Service Dept. N were 
paid m the amount of $1,950 

0) Function 2 should be charged with traveling expenses of $5,000 that 
were paid. 

Instructions (1) Post the foregoing information to the required function 
and service department accounts. 

(2) Post the proper distribution of service department costs to the three 
functions dose the service department accounts 

(3) Compute unit costs for each of the three functions, ass uming the sale 
of 100,000 units. 


CHAPTER 30 
Problem 30 A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XXX 

The executives of Woodford, Incorporated, require an estimated in- 
come statement lor the fiscal } ear ending June SO, 1950 The following 
information is available 

Sales The selling pnce, which has beeD $20 per unit, is to be reduced 10% 
It is anticipated that this pnce reduction will result in a sales volume 
increase of 29,000 units. 

Cost of Goods Sold. The unit cost is $12 Purchases plus the beginning in 
ventorj should equal the total yearly sales volume plus an ending in- 
ventory of the sales requirements for one and one-half months. (Assume 
that monthly sales are distributed evenly throughout the year ) 
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WOODFORD, INCORPORATED 
Profit and Loss Statement 
For the Year Ended June 30, 1949 


$860,000 


1948 


Sales * * * * 

Cost of Goods Sold: 

Merchandise Inventory, July 1, 

Purchases 

Merchandise Available for Sale . ■ • ■ • • • • • 
Less Merchandise Inventory, June 30, 1949 

Cost of Goods Sold. . 

Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries ' ' " 

Depreciation of Store Equipment 

Miscellaneous Selling Expens 

Total Selling Expenses 


5108,000 

528.000 
5636,000 

120.000 


516,000 

534L000 


550,000 

35.000 

6,000 

15.000 


5106,000 


General Expense: 

Officers Salaries 

Office Salaries 

riTpreciation^/office Equipment 
Loss from Bad Debts 

Rent 

Total General Expenses 
Total Operating Expenses 
Net Profit from Operations . 

Other Income: _ 

Purchases Discount 


520,000 

25.000 
15,760 

2,000 

8,600 

30.000 


101,360 

S 10,560 
17,200 


207,360 

" 5136^640 


Tax 


6,640 

"513(L000 

52,000 

"tCooo 


Other Expense: 

Sales Discount 

Net Deduction • ’ ' fnr Federal Income 

Total Net Profit before PromsmnforFe 
Less Provision for Fe er dera i income Tax 

Net Profit after Provision for Federa 

Selling Expenses: 10 % , fiscal vear 

s ■ 

(c) Depreciation of store 5%. 

(d) Miscellaneous selling e. p 

General Expenses: _ . prease $3,500. 

(a) Officers’ salanes 1Q% _ 

(b) Office salaries will mcr r ^ 52,300. ding year. 

(c) Office supplies used wil n ™ t( sam e as for P«ce 

(d) depreciation of office eq P ^^ ^ 1% 0 f sal • 

(e) Loss from bad debts is esu 


is 
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(0 The on tie property cow rented will expire on October 1, 
1949 Upon tie expiration of tie lease, tie companj plans to exercise 
an option to purchase tie property for $435,000 The owner has been 
paving prope-ts taxes of 32,400 a year, for which the company will 
be liable beginning October 1. Depreciation on the bail ding is to be 
computed at 4$o a year. 

Oiht- Irco—i end Urpraros. Cash discounts are to be estimated at 2% of 
sales and purchases respectively 

Ir.cove Ter. Assume that the federal income tax rate is 40^ 

Indrvdions. Prepare an estimated profit and loss statement for the 
year ending June 30, 1950 

CHAPTER 31 
problem 31-4 

Tits problem r ay be con p Wed tn Ihc lrorJ.bocJ: in the space provided 
for Problem I, Chapter XXXI 

The Hollywood Corporation reported the following comparative bal- 
ance sheets for December SI, 1950, and December 31, 1949 


THE HOLLYWOOD CORPORATION 
Comparative Balance Sheets 
December 31, 1950 and 1949 


Assets 

1950 

1949 

Liae. a_vd Prop 

1950 

1949 

"ash 

Accounts Recm 
Mdse. Inventory 
3 lant (less Res.) 
IrgamsatiDn Exp 

135.000 

105.000 

130.000 

231.000 
4,500 

IS'.OOO 

102,000 

120,000 

132,000 

9,000 

Notes Paj-able 
Accounts Payable 
Common Stock. 
Surplus 

75.000 

45.000 
369,000 
166,500 

25.000 
120,000 
300,000 

66.000 

Total Assets 

655,500 

501,000 

Total Liab £. 

Prop 

655,500 

501,000 


rreosn: Data: 

1950 

1949 

Other Data: 

Sales 

750,000 

900,000 

Merchandise Inventory, 1/1/49, 

Cost of Sales 

600,000 

675,000 

$105,000 

Operating Expenses 

90,000 

135,000 

Dividends paid m 1950, $30,000 

Purchases Discount 

9,000 

6,000 

Write-up of plant during 1950, 

Sales Discount 

6,000 

12,000 

$75,000 

Interest Expense 

3,000 

750 

Notes given for increase in plant 

Net Income 

60,000 

83,250 

assets, $30,000 


Itielrvdi on s. (1) Indicate whether or not conditions are improving for 
the company Use the following ratios and other analyses 

(a) Current ratio 

(b) Acid test ratio. 

(e) Ratio of owned capital to borrowed capital (analyse sarp^ 5 *** 
count first). 
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(d) Merchandise turnover. 

(e) Relationship of notes payable, accounts payable, and purchases 
discount. 

(f) Relationship of accounts receivable, sales, and sales discount. 

(2) Express cost of sales, gross profit on sales, operating expenses, and 
net profit from operations as percentages of sales. Analyze them, assuming 
that volume has remained constant. 


Problem 31-B 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XXXI. 

The following data were taken from the records of the London Cor- 
poration: 


Balance Sheets, December 31 



1950 

1949 

1948 

1947 

1946 

Assets 

Cash 

6,250 

3,500 

5,000 

3,750 

1,500 

Notes & Accts. Rec. (Less Res.) 

. 75,000 

50,000 

30,000 

11,250 

5,000 

Inventories 

.. 87,500 

62,500 

45,000 

12,500 

7,500 

Plant (Less Reserve) 

45,000 

32,500 

27,500 

20,000 

25,000 

Total Assets 

213,750 

148,500 

107,500 

47,500 

39,000 

Liabilities & Proprietorship 

Notes and Accounts Payable. 

. 100,000 

62,500 

35,000 

15,000 

10,000 

Mortgage Payable . . . 

. 26,000 

18,750 

16,250 

12,500 

10,000 

Common Stock .... 

63,750 

50,000 

50,000 

20,000 

18,750 

Surplus 

25,000 

17,250 

6,250 

— 

250 

Total Liabilities and Proprietorship . 

. 213,750 

148,500 

107,500 

47,500 

39,000 

Income Data: 

For the Years Ended December 31 
1950 1949 194S 1947 


Sales 

. 225,000 

200,000 

125,000 

75,000 


Cost of Sales 

. 206,250 

175,000 

107,500 

60,000 


Operating Expenses 

. 11,250 

14,000 

7,500 

10,000 



Instructions: (1) Compute the following ratios for each year: 

(a) Current ratio. 

(b) Acid-test ratio. 

(c) Fixed assets to fixed liabilities. 

(d) Owned capital to borrowed capital. 

(e) Merchandise turnover (4 years only). 

(2) Express income data as a percentage of sales for each year. 

(3) Analyze the trends shown in (1) and (2). 

(4) Comment on proportionate increases in sales, recei\ ables, and in- 
ventories. 
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CHAPTER 32 
Problem 32*A 

This problem may be completed in the -workbook in the space provided 
/or Problem 1, Chapter XXXI I 

Data from comparative balance sheets for Knox, Inc as of December 
31, 1949 and 1950 are given below 


December 31, December 31, 
1950 1949 


Cash 

3,900 

2,500 

Notes Receivable 

3,750 

4,500 

Accounts Receivable 

21,000 

18,500 

Merchandise Inventory 

38,500 

34,500 

Store Fixtures 

19,000 

17,000 

Building 

41,500 

32,600 

Land 

25,000 

25,000 


152,650 

134,500 

Liabilities and Proprietorship 

Accounts Payable 

33,500 

37,500 

Mortgage Notes 

Reserve for Depreciation of Store 

20,000 

25,000 

Fixtures 

6,750 

4,250 

Reserve for Depreciation of Budding 

5 500 

3,500 

Common Stock 

65,000 

50,000 

Surplus 

21,900 

14,250 


152,650 

134,500 


The statement of surplus for the year 1950 appears as follows 


Balance of Surplus, December 31, 1949 14,250 

Net Profit for 1950 after Provjsion for Income Tax 15,150 

vi/m 

Deduct Stock dividend 2,500 

Cash dividend 5,000 7,500 

Balance of Surplus, December 31, 1950 21,900 


Depreciation was provided during the year as follows. 

Store Fixtures 2,500 

Building 2,000 

Instructions Prepare a source and application of funds statement with 
a supporting schedule for working capital 
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Problem 32-B 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XXXII. 

The tabulation of operating data for the Gray-Wood Corporation is 
shown below. This tabulation covers the ten-year period ended on Decem- 
ber 31, 1950. On December 31, 1941, the corporation had outstanding 
2,500 shares of common stock, each share having a par value of $100. 

GRAY-WOOD CORPORATION 
Tabulation of Operating Data 
For Ten Years Ended on December 31, 1950 

Net 

Profit Ratio of Profit 

Year Net after in- Profit Dividends Rein- Dividend 
Sales come Tax to Sales Declared vested Rate 


1941 

300,000 

30,000 

10% 

25,000 

5,000 

10% 

1942 

375,000 

45,000 

X 

X 

X 

15% 

1943 

450,000 

X 

10% 

X 

X 

10% 

1944 

400,000 

32,000 

X 

X 

X 

10% 

1945 

480,000 

SO, 000 

X 

X 

X 

10% 

1946* 

450,000 

67,500 

X 

65,000* 

X 

X 

1947 

420,000 

63,000 

X 

45,000 

X 

X 

194S 

325,000 

65,000 

X 

45,000 

X 

X 

1949 

400,000 

48,000 

X 

45,000 

X 

X 

1950 

450,000 

X 

15% 

45,000 

X 

X 


*The dividend for 1946 included a stock dividend of 20 per cent declared in January 
of that year. All cash dividends declared in that year applied to the new stock as well 
as to the old. 


Instructions: (1) Supply the data omitted in the tabulation and indicated 
by an x. 

(2) During the ten-year period the gross profit on sales amounted to 
$2,105,000, and the selling and administrative expenses were $1,200,000. 
Assuming that the average income tax rate was 40 per cent, construct a 
cumulative profit and loss statement for the ten-year period ended on De- 
cember 31, 1950. 



APPENDIX B 

BUSINESS PAPERS 

Various business papers are illustrated throughout ACCOUNTING 
PRINCIPLES as the basis for the record of business transactions 
These business papers include the following purchase order, purchase 
invoice, credit memorandum, sales invoice, deposit ticket, check and 
check stub, bank statement, interest-bearing note, non interest-bearing 
note, p D tt> cash voucher, -voucher jacket, payroll check, stock certi- 
ficate Further information about some of these business papers and 
about additional business papers that are important in connection 
with the completion of business transactions is given m this appendix 

NEGOTIABLE A negotiable instrument is a written promise 

INSTRUMENTS or on j er ^ pay money, the instrument being 

transferable from one person to another by indorsement and delivery 

The most common form of written promise to pay money is the 
promissory note There are two original parties to every promissory 
note (1) the one who signs the note and makes the promise to pay, 
called the maker, and (2) the one to whom the money is to be paid, 
called the payee 

The most commonly used forms of written orders to pa> money 
are checks, bank drafts commercial drafts, trade acceptances, and 
money orders There are three original parties to every written 
order to pay money (1) the one who signs the order, called the 
drawer; (2) the one who is ordered to make the payment, called the 
drawee , and (3) the one to whom the money is to be paid, called 
the payee 

Negotiable instruments may be classified according to their use 
into two general groups, namelj, those that are used as substitutes 
for money and those that are used as evidence of debt The instru 
ments most commonly used as substitutes for money are checks 
cashier’s cheeks, certified checks bank drafts, and money orders 
Those most commonly used as evidences of debt are promissory notes, 
sight drafts, time drafts, and trade acceptances 

Essential Elements of Negotiable Instruments In order to be rsego 
liable, an instrument must have the following characteristics 

1 It must be m writing and must be signed by the maker or the drawer 

2 It must contain an unconditional promise or order to pay a certain 
sum ol money 

3 It must be payable on demand or at a tune that is either fixed or de- 
terminable 

4 It must be payable to bearer or to order 

656 
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It may be wholly or partly printed, typewritten, or handwritten, 
preferably m ink. 

Words of Negotiability. To be negotiable (transferable by indorse- 
ment and delivery), an instrument must contain words of negotia- 
bility, such as "to the order of” or "to bearer." The following are 
examples of wording that may be used to indicate negotiability: 

I promise to pay to the order of Ray Nolton,” “I promise to pay 
Ray Nolton or order,” “I promise to pay to the bearer,” "Pay to the 
order of Ray Nolton,” and “Pay to bearer.” 


negot S (able T |Nstru * S frequently necessary to transfer a 

Ments ' negotiable instrument from one party to 

another. The legal transfer of a negotiable 
instrument is effected by (1) indorsement by the payee or the holder 
and (2) delivery to the party to wdiorn the instrument is to be trans- 
ferred. In addition to effecting the transfer of the negotiable instru- 
ment, the indorsement serves as a guaranty that the instrument is 
valid and genuine and that the indorser has a legal title to it. In case 
the payer fails to pay the instrument on the date of maturity, the 
holder can usually hold the indorser responsible for payment, pro- 
vided the holder complies with the legal requirements in reference to 
presentation and to giving notice to the indorser. 



Position of an Indorsement 


The indorsement is customarily written or stamped on the back 
of the negotiable instrument. The first indorsement is, through cus- 
tom, placed near the left end of the instrument. The position of an 
indorsement is shown in the illustration above. 

A negotiable instrument should be signed by the party or parties 
responsible for its payment or by an authorized agent. Any partner 
in a trading partnership may sign a negotiable instrument and thus 
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and receive payment from the maker at maturity, or he may indorse 
it to a third person, who may again transfer it or hold it until maturity 
and collect from the maker If the payee transfers the note, he becomes 
liable as' an indorser and is responsible for its payment if the maker 
fails to pay. 

The holder of a note is not required to present it to the maker 
at maturity in order to hold the maker liable for its payment. The 
maker’s obligation is unconditional; it is his duty to seek the holder 
and to tender payment when payment is due. For the convenience 
of both the maker and the holder, most notes are drawn payable at 
a special place, usually the maker’s bank. Either the holder or his 
agent is expected to go to that place to receive payment, but his 
failure to do so does not release the maker from his obligation to 
pay. However, if there are any indorsements on the note, the holder 
is required by law to present the note promptly at maturity and to 
demand payment if it is his intention to hold the indorsers liable. 

If the maker fails to tender payment or refuses to pay when pay- 
ment is due, the note is said to be dishonored and is no longer nego- 
tiable. The holder has the right to bring legal action at once against 
the maker to enforce payment; and the maker will be required to 
pay the costs of such action as well as the amount due on the note, 
including interest from the date of dishonor to the date of payment. 

Accounting for Promissory Notes. Various uses of promissory notes 
and the methods of accounting for them are discussed and illustrated 
in Chapter XI, pages 185 to 202 of this textbook. The registers that 
may be used in recording notes receivable and notes payable are 
discussed and illustrated in Chapter XV, pages 262 to 265. 

COMMERCIAL drafts A draft is a written order by which one 
party directs another to pay a specified sum 
of money to the order of the first party or to the order of a third party. 
A. drjit is. snmnthnes. referred, ta as. a. h>R of exrJmxjyi, toil this fern is. 
most frequently applied to drafts used in international transactions. 

There are three parties to a draft. The person who makes the 
request or order and whose signature is written at the lower right on 
the face of the instrument is called the drawer; the person on whom 
the draft is drawn and who is directed to make the payment is called 
the drawee; and the person in whose favor the draft is drawn and to 
whom the amount is to be paid is called the payee. 

Drafts may be used either as evidence of debt or as substitutes 
for money. Those used as evidence of debt are known as commercial 
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drafts. A commercial draft may be defined as a written order drawn 
by one person on his debtor, directing the latter to pay a certain 
sum of money to the drawer or to a third person. The drawee named 
in a commercial draft is always an individual or a firm other than a 
bank. 

The forms of drafts most commonly used as substitutes for money 
are bank drafts and checks. A bank draft is a written order drawn by 
one bank on another and is evidence that the bank drawing the draft 
has money on deposit in the bank on which the draft is drawn. A 
check is a written order drawn on a bank by a depositor who is an 
individual or a firm other than a bank. It should be observed that 
in both of these forms the drawee, that is, the party on whom the 
draft is drawn, is a bank. In the case of a bank draft, the drawer 
is a bank also ; whereas in the case of a check, the drawer is a party 
other than a bank. 

Kinds of Commercial Drafts. According to the time of payment 
commercial drafts may be classified as follows: 

1. Sight drafts. A sight draft is a draft that is payable at sight; that is, 
it is payable as soon as it is presented for payment. 

2. Time drafts. A time draft is a draft that is payable a certain number 
of days after sight or after date. 

According to the number of original parties, commercial drafts 
may be classified as follows: 

1. Three-party drafts. A three-party draft is a draft in which the drawer, 
the drawee, and the payee are different persons. 

2. Two-party drafts. A two-party draft is a draft in which the drawer 
and the payee are the same person. 

Commercial Sight Drafts. Commercial sight drafts are used for two 
purposes, namely, to collect accounts that are past due and to collect 
for C.O.D. freight shipments. 

Sight Draft Used for Collecting an Account. Sight drafts are often 
used by creditors as a means of demanding payment of past-due 
accounts. The procedure in detail is as follows: 

1. The creditor draws a two-party sight draft on the debtor. The creditor 
indorses it and gives it to his bank for collection. 

2. The creditor’s bank indorses and forwards the draft to a correspondent 
bank in the city where the debtor, or drawee, is located. 

3. The receiving bank presents the draft to the drawee for payment. 

4 ] If payment is obtained, the draft is marked “Paid” by the receiving 

bank and is given to the drawee as a receipt for his payment. If the 
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receiving bank is unable to obtain payment, it returns the draft to the 
sending bank with a notation giving the reason for the drawee s failure 
to pay 

5 The receiving bank then remits the amount of the paid draft, less 
possibly a collection fee by bank draft to the sending bank or credits 
it to an account earned with the sending bank 

6 Upon receiving the remittance from the receiving bank, or a notice of 
the credit the sending bank credits the proceeds to the account of the 
drawer 

To illustrate, the draft shown below was drawn by King & Wilson 
who wished to collect $826 39 from C R Ankromm & Son Since this 
draft was made payable to the order of “ourselves,” that is, to the 
order of King & Wilson, they were obliged to indorse it in order to 
make it further negotiable The draft was then given to King & 
Wilson's bank in Topeka to be forwarded to a bank in St Louis The 
St Louis bank received the draft and presented it to C R Ankromm 
& Son for payment When C R Ankromm & Son paid the draft, the 
bank in St Louis either remitted the proceeds by bank draft to the 
Topeka bank or credited the amount to the Topeka bank’s account 
The Topeka bank then credited the proceeds to the bank account of 
King & Wilson 



Instead of drawing the draft in favor of themselves, King & Wilson 
could have made it payable to their bank in Topeka It would then 
have been a three-party draft The procedure of collecting the draft 
would have been the same as before except that King &, Wilson would 
not have been required to indorse the draft before giving it to their 
bank for collection 

The drawee is not compelled to pay the draft, but his refusal to 
pay may reflect unfavorably on his credit with the local bank In 
order that his credit standing may not be impaired, the drawee usually 
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pays the draft when it is presented, unless there is some justifiable 
reason for refusing payment. 

Sight Draft Used to Collect C.O.D. Freight Shipment. Express and 
parcel-post shipments may be sent C.O.D., and the express agent or 
postmastei at the point of destination will collect the amount due 
before he delivers the merchandise to the purchaser. Railroad and 
steamship companies, however, allow the seller to make shipment in 
such a manner that a third party, usually a bank, may act as the 
seller’s collection agent at the point of destination and obtain pay- 
ment from the purchaser before the merchandise is delivered to him. 
In general, the details of the procedure for making collection on a 
C.O.D. freight shipment a re as follows: 

1. The seller ships the goods on an order bill of lading' in which the 
merchandise is consigned to the order of himself, and he attaches to it 
a sight draft drawn on the purchaser. 

2. The seller indorses the order bill of lading and the sight draft, and 
sends both papers to his bank for collection. 

3. The seller’s bank, in turn, indorses both papers and sends them to a 
bank in the city of the purchaser. 

4. Upon receipt of the draft and the bill of lading, the receiving bank 
notifies the purchaser that these two papers have arrived. 

5. The purchaser pays the draft and is given the bill of lading, properly 
indorsed to him by the receiving bank, with which he can obtain the 
merchandise from the transportation company. The draft is marked 
“Paid” by the receiving bank and is given to the purchaser as a receipt 
for his payment. 

6. The receiving bank then remits the amount collected, less possibly 
a collection fee, by bank draft to the sending bank or credits the amount 
to the latter’s account. 

7. The sending bank, in turn, credits the proceeds to the bank account 
of the seller. 

Commercial Time Drafts. A time draft is one that is payable a 
certain number of days after sight or after date. If the person directed 
to pay is willing to do so, he indicates this by writing his name across 
the face of the draft if the draft is payable a certain number of days 
after date, or by writing his name and the date if the draft is payable 
a certain number of days after sight. He may also precede his name 
with the word “Accepted.” The drawee who signs in this manner is 
then known as the acceptor of the draft, and the draft is referred to as 
an acceptance. 


■An order bill of lading is illustrated on page 673. 
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If the draft is payable a certain number of days after sight, the 
date of maturity is the given number of days after the date on which 
the drawee accepts the draft If it is payable a certain number of 
days after date, the date of maturity is the given number of days 
after the date on which the draft is drawn The draft shown on this 
page is payable 30 days after date that is 30 dajs after May 12 If 
the draft had been payable 30 days after sight Mr Reynolds would 
have written the date of acceptance as well as his signature and the 
draft would have been due 30 days after that date 

A time draft is usually drawn for one of the following purposes 
(1) tt> obtain a debtor s formal written acknowledgment of his in 
debtedness and his agreement to pay at a definite time (2) to obtain 
a negotiable instrument that the drawer can discount at his bank 
(3) to obtain written evidence of a sale on credit A time draft drawn 
at the time of a sale is usually a special form of draft known as a 
trade acceptance 

Obligations of the Parties to a Commercial Draft The drawee of a 
draft is under no obligation to accept it If he does accept it he pays 
a sight draft or he writes his acceptance across the face of a time draft 
The acceptance of a tune draft makes it the written promise of the 
acceptor to pay the amount stipulated at the specified time The 
instrument thus becomes to all intents and purposes a promissory note 
and is so treated by the original parties and subsequent holders 

Trade Acceptance The trade acceptance is a negotiable instrument 
that is designed to serve as a substitute for the open account It is 
a special form of time draft that shows on its face that it has arisen 
out of a purchase of goods by the acceptor It is drawn bj the seller 
at the time of the sale and is accepted by the purchaser when he 
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receives the merchandise. It differs from an ordinary time draft or 
promissory note in the following respects: 

1. It is always given at the time of the sale and is drawn to mature at 
the end of the regular term of credit granted by the seller, whereas a 
time draft or a note may be given at any time and for any period of 
time. 

2. It arises out of a merchandise transaction and cannot be given for a 
loan of money or an extension of time on an overdue account. 

3. It is self-liquidating in that the resale of the merchandise by the 
acceptor will provide funds out of which the acceptance may be paid at 
maturity. Notes and time drafts are not, as a rule, self-liquidating 
because they are generally given for a loan of money or an extension 
of the time on an indebtedness that is overdue. 

4. It is taken for discount by banks more readily than an ordinary note 
or time draft because it is self-liquidating in character and likely to be 
paid at maturity. 

5. It is a more liquid asset than is either an ordinary time draft or a 
promissory note because it is more readily discounted by banks. 

The use of the trade acceptance in place of the open account as 
a means of extending credit has the following advantages for the 
seller: 


1. The seller does not have to wait until the debt matures before getting 
his money, but can obtain the money immediately by discounting the 
acceptance. The seller is relieved of the burden of using his own capita! 
to finance the purchases of the buyer. 

2. The trade acceptance is presumptive evidence of the acceptor’s in- 
debtedness: therefore, the seller may enforce its payment without 
having to furnish additional evidence of the debt. 

3. Losses on bad debts are reduced because the trade acceptance must 
be paid promptly at maturity. 

4. The seller has complete control over the discount privilege because 
it is he who draws the acceptance and fixes the amount that is to be 
paid. (When a cash discount is offered, it is not for the purpose of 
inducing the customer to make prompt payment but rather for the 
purpose of inducing him to agree to make payment on a specified date.) 

5. The trade acceptance can be converted into cash with much less 
expense and inconvenience than can an open account. 


The use of the trade acceptance may be explained by an illus- 
tration. The Huron Company, of Nashville, sells ?314.50 worth of 
merchandise to G. M. York, of Exeter, terms sixty-day trade accept- 
ance. The Huron Company draws the acceptance, using the form 
prescribed for a trade acceptance, as shown below. G. M. York accepts 
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the form and returns it to The Huron Compan> The latter may keep 
it for sixty davs and then present it for payment, or, if the companv 
desires, it maj discount the acceptance at its local bank. In the latter 
case the bank will give The Huron Companv credit for the proceeds of 
the acceptance at the time it is discounted and at its maturity vail send 
it to some Nashville bank which will collect it from G M York. 



Accounting for Drafts and Acceptances When a draft or a trade ac 
ceptance is mailed to a debtor, no entry is made m the books of ac- 
count because the debtor has not assumed any obligation on the 
instrument until he has accepted it It may be convenient, however, 
for a business to keep a memorandum record of the drafts and ac 
ceptanees issued and the disposition that is made of them Such a 
memorandum record is illustrated below 


Drafts and Trade Acceptances Issced 


1 

Date or 1 Drawee 

Paper 

1 

1 Face 
j A mocnt 

When 

Patab e 

Presenting ! 

OB , 

Collecting j 

Disposition 

Date j 


19 j 

5 Butler Co j 

j 2do!(X) 

On sight 

l«t Nat 1 BkJ 

Nov 1 

TO 

Paid 


S L L Parks 

1 32o|00 
IRWRfc 

30 davs after sight 

1st Nat 1 BL 1 

Not f 

l?j 

Accepted 



cret Yh 






IS L E VV Lite Co 

29op0 

/30 davs after date 

Bt NatlBL 


■’1 

Accepted 


24 Rhodes <$. Co 
29|C C RolfeA-Co 

-420*00 
610 00 ■ 

Dec 24 

On s ght 

1 t Natl Bk 
1st K«t 1 Bl 




Memorandum record of drafts and acceptances issued 


When a debtor accepts a sight draft, he does so by making payment 
He therefore records the transaction m his cash payments journal as a 
debit to the creditor When a debtor has accepted a time draft or 
acceptance he has assumed the same liability as when he has signed a 



BUSINESS PAPERS 


667 


note. Separate accounts may be maintained for drafts and acceptances 
receivable and payable, but it is common to record them with the notes 
receivable and payable. Therefore, when a debtor accepts a time draft 
or trade acceptance he may make an entry similar to the following: 

May 7 Accounts Payable — Farley and Holmes 1,250 

Notes Payable . . 1,250 

Accepted a 30-day trade acceptance, dated 
May 5. 

When a creditor receives payment upon the acceptance of a sight 
draft, he makes an entry in his cash receipts journal, debiting cash and 
crediting the customer. If the draft was collected through a bank, it is 
also necessary to record a collection expense. When a creditor receives 
an accepted time draft or trade acceptance, he makes the following 
entry. 

May 9 Notes Receivable 1,250 

Accounts Receivable A. C. Rutledge 1,250 

Received 30-day accepted draft, dated 
May 5. 

Accepted time drafts and trade acceptances may be recorded in a 
notes payable register by a debtor and in the notes receivable register 
by the creditor, similar to the registers illustrated in Chapter 15, pages 
262-265. If many drafts or acceptances are used, separate registers 
may be provided for them. 


NEGOTIABLE INSTRU- Checks. A check is a written order 

ments used as SUB- on a b an k directing the bank to pav a 

certain sum of money to a designated 
person. The person making the demand has money deposited in the 
bank with the understanding that the bank will deliver it on his order. 
Since a check is an order to pay money, there are three original parties: 
(1) the person drawing the order, known as the drawer; (2) the bank on 
which the order is drawn, known as the drawee; and (3) the person 
to whom the draft is payable, known as the payee. 


Rights and Responsibilities of the Payee. The payee of a check may 
cash it at the bank on which it is drawn, deposit it in his own bank 
for collection, or transfer it to another person. Generally the payee 
deposits it. 

When the payee deposits the check or disposes of it in some other 
manner, he is required to indorse it. By indorsing the check, the payee 
transfers his title to the instrument, acknowledges receipt of cash or 
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other assets for the amount named, and becomes liable to subsequent 
holders for the payment of the check 

Rights and Responsibilities of the Bank The bank must bear the 
loss if it pays a check to any person other than the one named, if it 
pays a check on which the depositor’s signature has been forged, if it 
pays a raised check that bears evidence of alteration, and if it pays a 
check on which payment has been stopped 

The bank’s obligation is to the drawer or depositor, not to the 
payee or subsequent holders, and the bank may refuse at times to 
honor a check m order to protect the depositor or itself against pos- 
sible loss There are numerous circumstances under which payment 
of a check is often refused, chief of which are the following 

1 Insufficient funds The bank is under no obligation to honor a check 
unless the drawer has on deposit sufficient funds to pay it The bank 
may, however, pay the check and cal! upon the drawer for an immediate 
deposit 

2. Check drawn in pencil It is legal to draw a check in pencil Many 
banks will not honor a check drawn in this manner, however, because 
of the ease with which such a check can be altered and the possibility 
that it may have been raised or materially altered after leaving the 
hands of the drawer 

3. Evidence of erasure or other alteration Because of the bank’s liability 
in connection with the payment of an altered check, the bank will not 
honor a check that bears evidence of erasure or other alteration The 
erasure or alteration may have been made by the drawer himself, but 
the bank has no way of knowing this 

4. Postdated check By dating a check, the drawer indicates the date on 
or after which the bank may honor the check for payment The bank 
will therefore refuse to pay a check that is presented before the date 
that it bears To pay it before the date specified would be contrary 
to the order of the drawer 

5 Date missing Since the bank has authority to pay a check only on 
ox af tjx the date that it hears, the. hank may refuse te honor a. cheek 
on which the date is missing It may have been the drawer’s intention 
to postdate the check 

6. Discrepancy between the amount m words and the amount m figures 
When the amount in words differs from the amount in figures, the 
amount in words is considered the correct amount of the check If 
there is a material difference, the bank will probably withhold payment 
until it obtains from the drawer information as to the correct amount 

7 Incorrect signature of the drawer The bank may refuse to honor a 
check on which the signature of the drawer is not the same as the one 
appearing on the drawer s signature card 
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8. Identification of the indorser . Since the bank must bear the loss if it 
pays to the wrong person, the bank will refuse payment on a check if 
the one presenting it cannot identify himself as the payee or indorsee 
named on the check. In the case of a bearer check — one that is not 
payable to any specified individual — - the person presenting it must 
be one who is personally known at the bank. Otherwise the bank will 
refuse to pay it. 

9. Payment stopped. The bank will refuse to pay a check on which pay- 
ment has been stopped. 

Rights arid Responsibilities of the Drawer. The principal rights and 
responsibilities of the drawer of a check are the following: 

1. The drawer may stop payment on a check at any time before it is 
paid by filing a stop-payment order with the bank on which the check 
was drawn. 

2. The drawer may hold the bank liable for the loss resulting from the 
payment of a check on which his signature was forged. 

3. The drawer must bear the loss on a raised check if the check was 
drawn carelessly or in such a manner that it could be altered without 
bearing evidence of the alteration. 

Certified Check. A certified check is one the payment of which is 
guaranteed by the bank on which it is drawn. The procedure of 
certification is as follows: The drawer or holder of the check presents 
it at the bank for certification. An officer of the bank examines the 
drawer’s account to see that the balance is sufficient to cover the 
check. If the drawer's balance is sufficient, the check is stamped 
"Certified” across the face, this word being followed by the date, 
the name of the bank, and the signature of the bank’s cashier, and 
is then returned to the person who presented it for certification. The 
amount of the check is immediately charged against the drawer’s 
account, and the bank becomes responsible for meeting the check when 
it is later presented for payment. 

The drawer may ask to have his check certified when he has a 
payment to make to someone who does not know him and who will 
not accept his personal check. The holder of a personal check, having 
accepted it but feeling uncertain as to its payment, may request 
certification at the drawer’s bank in order to be assured that payment 
will be made. 

If for any reason the drawer does not make use of a check that he 
has had certified, he must deposit it in order to get credit for it at his 
bank. 

Cashier’s Check. A cashier’s check is a check drawn on a bank by 
its cashier, and is used chiefly in the payment of the obligations of the 
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bank and of collections made for persons who have no accounts with 
the bank 

Bank Draft A bank draft is a check drawn by one bank on another 
bank and is evidence that the bank drawing the draft has money on 
deposit in the bank on which the draft is drawn The purpose and use 
of a bank draft may be explained by means of an illustration 



If Hartford & Sons who live in Camden Ohio wish to paj, $500 
to Arthur Blake in Cincinnati Ohio they may go to their bank m 
Camden and ask to purchase a draft Their bank m Camden will 
probably have money on deposit in some bank in Cincinnati and will 
draw a draft on this bank ordering it to pay Hartford L Sons $500 
On paying the Camden bank $500, plus a small fee, Hartford & Sons 
will receive the draft which they will indorse and send to Arthur 
Blake The latter will treat it in the same manner as any incoming 
check and will either cash it or deposit it in his bank in Camden 
It should be observed that the draft in the foregoing illustration 
was made payable to Hartford &, Sons the debtor It was then indorsed 
by them to the creditor Arthur Blake There are two reasons why the 
draft should be drawn m this manner and should not be drawn pajable 
to the creditor (1) If m Blake’s office the draft should become separated 
Ha stfoxd •&, Saws.' tettas at raw v&ctAj&j 

sender by observing the name of the person specified on the draft as 
the payee (2) After the draft is indorsed by Blake and is paid by the 
First National Bank, the draft becomes a receipt in favor of Hartford 
& Sons Their indorsement shows that they transferred the draft to 
Blake, and the latter’s indorsement shows that he received the pay- 
ment If the draft had been originally drawn with Blake named as 
the payee, the paid draft would not have constituted a receipt m 
favor of Hartford & Sons because there would have been no evidence on 
the draft that it was they who purchased it and gave it to Blake 
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Money Orders. A money order is an order for the payment of 
money. Money orders are of two kinds: postal money orders and 
express money orders. A postal money order is a government order 
for the payment of money, which is issued at one post office on the 
sender’s written application, and is payable at some specified office 
to the holder upon the latter’s proper identification. An express 
money order is a check that is issued by an express company on the 
application of the person washing to make the remittance, who de- 
posits the amount with the express company, and is payable at some 
specified office to the holder. 

BILLS OF LADING When merchandise is shipped by freight, a 

bill of lading is filled out to include the 
following information: the name of the carrier receiving the ship- 
ment; the place and the date; the name and the address of the shipper 
and of the consignee; the routing of the shipment, that is, the names 
of the carriers that are to handle the shipment; and the number, 
weight, and description of the contents of the packages or cases 
shipped. 

The bill of lading is prepared in triplicate. The first copy, knowm 
as the original, is signed by both the shipper and the earner’s agent 
and is issued to the shipper as a receipt for the goods delivered to the 
carrier. It is both a receipt and a contract. It states that the earner 
has received the goods described thereon, and it sets forth the terms 
and conditions under which the carrier agrees to transport the prop- 
erty. The second copy, called the shipping order, is signed by the 
shipper only and is retained by the carrier as evidence of its authority. 
The third copy, called the memorandum, is a duplicate of the first 
and is signed by the shipper and the agent. It is issued to the shipper 
as a duplicate receipt. 

There are two forms of the bill of lading, the straight bill of lading 
and the order bill of lading. The straight bill of lading is nonnegotiable 
and is used for shipping an order of merchandise that has been paid 
for in advance or that has been sold on account. The shipment is 
consigned to the customer, and the original bill of lading is forwarded 
to him by mail, men the shipment reaches its destination, the 
freight agent at that point sends the consignee a freight arrival notice. 
If the consignee is not personally known to the freight agent, he will 
be required to present his copy of the bill of lading in order to obtain 
possession of the goods. He will also be required to present it in case 
the goods are damaged in transit and he files a claim against the 
transportation company. 
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The o’-de*- bill of lading is negotiable bi indo-sement and t h* 
shipment for which it is issued is consumed to th p o-der of th p shippe- 
o'* his agent- Possession of the goods at the point of destination can 
be obtained onh upon p'-esentatton o f the oiginal bdl o f lading 
popperf \ indo-sed to the person who points it. This foTn is used 
fo* 1 making COD freigat shipments It is also used when the goons 
rep’ttoented b\ the biD of lading are to be sold fo- the shipp°- hi Ins 
agent or broker at the point of destination and the snippe*- does no* 
knon v\ ho th° purchase 1 - 1 nil be 

The iDustmtion below shows an onler bill of lading The Se]tn 
MaB Orier Hons® shipped to Davton Omo two cases of eWtnial 
supplies and consigned the shipment to their own o’-de*- Tbe\ 
indo’sed the onginal copi of the bHl of lading and mailed n togethe- 
wnth an ini oice and a draft fo*- the amount of the mi oice to a bank 
in Davton- Lpon the pavmpnt o' the signt draft hi tne customer 
Air 'fto’th, the inioiee and the bill of lading we-e gnen to him. He 
then p-esented the bill of lading to the railroad freigh* office and 
obtained possession of the merchandise 



Order Bill of Lading 
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Rcducing-fraction method of de- 
preciation, 243 
Registered bond?, 43} 

Registers, 256; as supplementary 
records, 2G1 

Registrar and transfer agent, 410 
Rrnt, payment of 52, 58 
Report form of balance sheet, 25, 76 
Reserve, for bad debts, 218. 220; 
for bond sinking fund, 418; for 
depletion, 214; for depreciation, 
232; for inventory lo*sc«, 118; 
for plant extoasion, 418; surplus, 
418 

Retail method of inventory. 226 
Retirement of partner, 357 
Returns and allowances, purchases, 
119; sales, 133 

Revaluation of asset* on consoli- 
dation, 35G 
Revenue charges, 4S7 
Reversing entries, 172, 173, 206 
Ruling and balancing accounts, 99 


S 

Salaries, 288; adjustment for, 70, 
16*1; partners’. 344; payment of. 
Cl 

Sale of fixed assets, accounting for, 
235 

Safes, 3T, ST; and" profits, T'JT; 
gross profit on, 39; importance 
of, 127; margin on, 9; terms of, 
110; ticket, 128 

Sales discount, 127; on profit and 
loss statement. 149 
Sales invoices, 12S, 129; u«cd as 
sales journal, 135 

Sales journal, 128, 129; depart- 
mental, 458; posting the, 130; 
showing sales taxes, 328; u-ung 
sales invoices as, 135; with 
column for cash sales, 459 
Sales returns and nIIowanres t> 133 
Salt's returns and allowances jour- 
nal, 135; departmental, 460 
Sales taxes, accounting for, 327, 
cash receipts journal showing. 
328; imposed upon seller, 329, 
nature of, 327; sales journal 
showing, 328 

Schedule, of accounts payable, 118, 
148; of accounts, receivable, 133, 
14 1; of changes in working capi- 
tal, 588, 596 

Schedules, accounting, 585 
Secured bonds, 435 
Selling expenses, 40 
Service business, description of, 
57; profit and loss statement for 
a, 43 

Bervico departments, 461 ; and 
process costs, 531 

Short-term capital gains and looses, 
318 

Sight draft, 65G, 661; illustrated, 
662; used for collrcting an ac- 
count, 661 ; used to collect C.O.D. 
. freight. shipment*^, 663 
Signature card, 149, 150 
Sinking fund, bond, 438; reserve, 
439 

60-day method of calculating 
interest, 18G 

Social security taxe*. on employee*. 
290; on employer?, 300; pay 
inent of, 307 


Pole proprietorship, 23, 24 
Source and application of funds 
statement, 586, 5S9, 595, 593 
Source of funds, 588 
Special assessments, 327 
Special journals, need for, 100 
Standard deduction, optional, 3j,> 
Stated value. 421; of stock, 2%.’> 
Statement, of earned surplus, 408 
422, 423, of financial change’ 
588; of partners' capital a./’ 
counts, 346, 317; «ourre and 
application of funds, 586, 58q 
595. 598 

Statements, accounting. 0, sup- 
plementary, 585. 586 
State unemployment compensation 
tax, 301 

Stock, authorized capital, 3$g. 
capital, classification of, 382* 
certificate, 410; certificate bon}/ 
409, 411; dividends. 421; on 
balance sheet, 410, 411 , value c r 
385 

Stockholders, 381 
Stockholders ledger, 410, 411 
Stock ledger. 515; flow of costs 
through, 521 
Store equipment. 21 
Stores ledger, 510 
Store supplies, 21 

Straight-hne method of deprecia- 
tion, 231 

Subscribers ledger, 4tW, 4'ff 
Subscription book, 409, 411 
Subscriptions, at a premium or a 
discount, 401 , to capital stock 
399 

Subsidiary accounts, 116 
Subsidiary ledger, 116, voucher 
register as, 283 

Supplies, adjustment for, 1 fkl , 
office, 21; purchase of, 51, 5q, 
store, 21 

Supplementary statements. 5§5 
58G 

Surplus, 381; appraisal, 4IG. cabi- 
tal, 403, 416; corporation, 41 g. 
donated. 417, 425. earned, see 
Dimed surplus; on balance «li**t, 
441, 44 1; paid-in, 416. statement 
of earned, 408, treasury stock 
417, 426 
Surtax, 318 

Systems, accounting, 12, 273 


T 

"T” account, 50 
Take-home paj*, 290 
Tuxe*. and accounting, 313: nature 
of. 313; property, see Property 
taxes; sales, see Sale* taxc* ; 
social security, 290, 300 
Temporary proprietorship accounts, 
55 

Ten-column work sheet, 71, 72, 92 
Term*, credit, 110, 127 
Tickler. 276 

Time draft. 65C, C61 . 663; accepted, 
illustrated, 664 
Timekeeping. 289 

Trade acceptance*. 6.56, 664, ad- 
vantage* of the u-e of a, in p’are 
of the open account, 665. llliic- 
trated, 666 

Trade-in of fixed as«ets, accounting 
for, 237 


Trading report showing gro* 
of a department 165 
Tran-action®, and aero mting 
value?, 2. internal. 70 
Transfer agent, registrar and 110 
Treasury «tnek, 425, donation and 
sale of 125; on balance *4e*t, 
427, 42S, purchase and sate of. 
426. «urpiu3, 417. 426 
Trial balance, .50. 63. 90. adpft'd. 
73. and accounting statement®, 
67, of factory ledger, 517, 520, 
534, 538. po*t-clo*ing If*). J04, 
171. 172 proof provided bj 61 
Turnover, mrrchandi-e, 43, 577. 
working capital, 41 


U 

Untamed collections, 22 
Uncollectible accounts, accounting 
_ for, 220 

Unemployment compensation tax, 
federal, .300, state 301 
Unsecured bonds, 435 


V 

Valuation accounts 217: estimated 
CKpcnse? and, 22 A 
Voucher, 274; chcc} 276 fihng a 
276. in«ide of. 275 outs.de of 
27 i. petty ca«h, 259 
Voucher regi-ter 276 277, as look 
of onginal entry 0 and «ub« diary 
ledge-, 283, «howmg payroll en- 
tries, 305 

Voucher system. 273, adjustments. 
280; and financial management. 
283. corrections, 282, note; pay- 
able under. 2S2, partial payment? 
under, 282, purchase** return* 
nnrj allowance? under, 2S0; 
relation of. to accounting pro- 
cedures, 279 


W 

Wage rate*, 289 
Wage>, 288 

Withdrawals, for personal u?e, 61; 
in excels of earning*. 24, 25, on 
balance sheet, 24, 25 
Withholding, federal income tax. 
291 

Work sheet. 70, 72, departmental- 
ized, 463. right-column. 163. for 
consolidated home office and 
branch balance *heet, 479, for 
consolidated home ofl>e and 
branch profit and lo»s statement, 
47S; of a manufacturer. 491, 492, 
493, preparation of. 162, prepara- 
tion of statements from, 165; 
provision for federal income tax 
on, 405; ten-eo!urnn. 71, 72. r ‘2 
Working capital, 27. 570. *cfcedu!r- 
of changes in, 5 88. 596; turn- 
over, 44 


Y 

Tear, natural business, 490 



